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INTRODUCTION
As the title suggests, this work is in no way
a complete treatment of the subject. The writer has tried
to choose the more commonplace elements of the subject
with the idea of indicating trends in this field rather
than providing a technical reference book.
Almost all of the material is taken from cases
decided by the courts and the Board of Tajc Appeals,
It should be readily apparent that the emphasis
in keeping financial records has shifted from the produc-
tion of factual information upon which the proprietor,
partners, or stockholders may build the policy of manage-
ment to a most fruitful method of taxing the income of
business enterprise regardless of facts. The sole objec-
tive appears to be a greater tax.
Except in businesses of the smallest calibre
it is extremely unwise, not to say dangerous. to the life
of the business, to operate a set of records without the
aid of an attorney or a tax specialist.
XTC i)
on nl 2" ori:s z.-,
-j 3e;. ...r'M- 5Jiv- . edi 'ic i -' eXo-oo
3
jg;,: ...- 'ic iSn;":sXe sofll-inoflojico a'iosi adi ,:co-:0 oJ
.,. cx4fi a: fS:f'"d j:.fJ.oibnX *0 3*'xi «c!^
-'•-
-
. rs'ra'.a-' Cr,ci ; a i.'vivo'ta -i3.’
;>
'.9730 ;'o-r' ;:o::.".X si ofiX Xo XXa
iat-XA
9 f-'i .'.a'- o fc7;..c.i a.^S
air.oo edd -X uaXfooi
•e : - 9 or'f issU! i :aia.y?s -(Jlsiap-i <xf
XI
or-no'i:; or:X "oi'i ...X'U:iE :j-.J sl':'sa
•'£ laloaotai ;;,n,Moo3i :ii
i'no'if! oriJ dcZdv r.r'.i'S ttolXa Ia..-Xo..-l 10
r.oli
9:,r:,a. lo rollc- ariX bll^'O 'x=s: a-:oL.Is:i>;ocXs io
,a76.aX>iaq
-.-. 970071 0f?x -jDlxaX lo 'Cd-tzi I-,"lXl<’i Xsa;... a oi X 7
iv
,r..,. « - ...x-s-n ".c W 3«r:ia^«i 33 : -x. 'i. X7D saoal a-J
.X-Ow IdCtiifc'iS ^ ^ -‘T-JjQCIfl 3Vx^
0*1 ’ I’ ' 3i‘CJ -O 21; ? .^O'
-SrCf STl jqBOX.
ell.1!. orfit .''d' . '^lg o:/ don .oax. oij
ij.. ou. cti
o (; 7- ^looor!: Ic b o;J .
z ienl ^.^^6 ori.j -"
'
.
^xil^'ooqs :'J5 ct b 0:0 v;3 n'io;j rt-J - O Mb
2CHAPTER I
INVENTORIES
in
?/hen a business In whole or/part consists of the
manufacture, production or purchase and sale of personal
property except products or fruits of the soil and in a few
isolated trades such as oyster culture, inventories are re-
quired. Real estate is excluded from the requirement. In
some cases such as with farmers, fruit growers, cotton
planters, and so forth, inventories are optional, but if the
choice is exercised it must be adhered to in subsequent
years \mless a change is granted by the Treasury Department.
As to the date when an inventory is to be taken,
the law^^^ requires that the inventory of the entire business
be taken at the same tim.e. This does not mean that a "per-
petual” Inventory may not be used, though it is expected that
such an inventory will be verified.
Our next question concerns the elements that are
to compose Inventory. These elements are defined by the
(2 )
regulations' ' as all finished or partly finished goods and
in the case of raw materials and supplies, only those which
have been acquired for sale or which will physically become
part of the merchandise Intended for sale.
(1) Article 22 (c) -2 of Regulations 86
(2) Article 22 (c) -1 Regulations 86
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After determining the content of the inventory the
next logical consideration is the method of taking inven-
tories. Section 22 (c) provides two tests to which each in-
ventory must conform.
(1) It must conform as nearly as may be to the best
accounting practice in the trade or business.
(2) It must clearly reflect Income.
So long as the method closely conforms to the
general custom of the trade the more important element is
consistency. If this principle is adhered to and though
there may be slight deviations from the trade practice the
method will be considered to reflect clearly the income of
the business. The Treasury Department has been overruled at
times by the Board of Tax Appeals. The former contended
certain results to be absurd but because of the element
of consistency the latter considered the method to reflect
the true income
.
Before leaving the subject of method it might be
well to note that it is very important that the final draft
of inventory records be carefully incorporated in the ac-
counting records because all inventories are subject to the
investigation of the Commissioner.
(1) Regulations 86, Section 22 (c)
(2) Buss Company's Appeal 2 B.T.A. 266 (A)
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It should be further noted that the Board of Tax
Appeals will refuse relief on the ground that the method
of the Taxpayer is superior to that of the Commissioner un-
less he can, at the same time, show that the valuation ob-
tained by him is more nearly correct than that of the Com-
missioner.
In the matter of valuation of inventories the law
and general accounting are in noteworthy agreement. Section
22 (c) provides for two bases, cost and cost or market which-
ever is lower. There are other methods of valuing inventorie
but they are not in accord with the regulations.
It is here essential to clarify the meaning of the
word COST. Where goods are inventoried at cost it means
that all items are taken on a cost basis. The regulations
give the following meanings.
a. Merchandise on hand at the beginning of the taxable
year is considered to have cost the stated inventory price
of such goods.
b. In the case of merchandise purchased cost is con-
sidered to be invoice price less trade or other discount
except strictly cash discounts which approximate a fair in-
terest rate, which may be deducted or not at option of tax-
payer provided that he follows a consistent policy. What
(1) Pittsburgh Bridge and Iron Works v. Hiener 25 F (2d) 900
(2) Article 22 (c) 3 Regulations 86
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is considered cash discount is usually decided in each case.
To this figure should he added transportation and other
necessary charges Incurred in acquiring possession of the
goods but not handling and hauling charges. Also storage
charges are not part of cost.
c. If the merchandise was produced by the taxpayer,
cost includes these items:
(1) Cost of raw materials and supplies
entering into or consumed in connection
with the product.
(2) Cost of direct labor.
(3) Indirect expenses Incident to and
necessary for the production of the ar-
ticle including a reasonable proportion
of return on capital, whether by way of
interest or profit.
If the process of manufacture results in two or more pro-
ducts the total cost may be allocated, but such allocation
must bear reasonable relation to selling price of the res-
pective articles.
(4) For industries where these rules do
not apply, costs may be approximated upon
such a basis as may reasonably conform to
trade practice on that particular Industry.
(1) Regulations 86 Article 22 (c) 4
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The term "market" as a basis for valuing inven-
tories under ordinary conditions means current bid price
prevailing at the date of inventory for the particular mer-
chandise in the volume in which usually purchased by the
taxpayer. This meaning is applicable in the following
cases
.
a. Goods purchased and on hand.
b. Basic elements of cost on goods in process and
finished goods on hand, exclusive of goods on hand or in
process for delivery upon sales contracts at fixed prices
entered into before the date of inventory which must be in-
ventoried at cost.
an
If there is noj^open market or where quotations
are nominal due to stagnant market conditions, the taxpayer
must use such evidence of a fair market price at the dates
nearest the inventory as may be available, such as specific
purchases or sales by taxpayers or others in reasonable
volume and in good faith.
Shopworn goods or goods unusable or unsalable in
the ordinary way are termed abnormal goods. These may be
valued in an exceptional way. Article 22 (c) 2 of Regula-
tions 86 provides that such goods should be valued at bona
fide selling prices less cost of selling whether cost or
(1) Regulations 86 Article 22 (c) 4
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market, whichever is lower, is used as a basis for valuation
The taxpayer must establish the fact of abnormality before
this method will be allowed him.
Permission for change of a basis of valuation may
be obtained if grounds for change are reasonable. Retail
dry goods dealers are allowed to change to "retail method"
without obtaining formal permission. ^ Otherwise applica-
tion must be made to the Commissioner within ninety days of
the beginning of the taxable year at the end of which the
Inventory method is to be changed.
No hybrid combination of retail, cost, and cost
or market, whichever is lower, method is permlssable.
Where permission to change the basis for valuation
is granted and not availed of in the return for the year,
the new basis cannot be subsequently used.
In using the cost or market value, whichever is
lower, it has been ruled by the Treasury Department that in
the same inventory some items may be taken at cost while
others may be valued at market where the latter is below
the former. In the use of this method it is assumed that
the rule of first-in, first-out is applied to the goods.
The "retail method" of valuing Inventories is al-
lowed to certain classes of taxpayers provided
(1) C. B. Ill 1, 64; Mimeograph 3180
(2) Trinidad Brick and Tile Company v. Commissioner 8 B.T.A
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1. The use of such method is designated on the return,
2. That accurate accounts are kept.
3. That this method is consistently adhered to unless
permission to change has been granted.
Under this method approximate cost is obtained by deducting
from total selling prices an amount which bears the same
ratio to such total as:
1. The total of retail selling prices of goods in
opening inventory plus retail selling prices of goods
purchased during the year, with proper adjustment to
such selling prices for all mark-ups and mark-downs
less
a. The cost of goods included in the opening inven-
tory plus the cost of goods purchased during the
year bears to (1). This difference should represent
the amounts added to the cost price to cover expenses
and profit.
Miscellaneous notes on inventory follov/. It
should also be noted that in a departmental business per-
centages of gross profit should be applied to the respective
departments and not combined into an average percentage
which is applied to all departments.
(1) Montgomery's Federal Income Tax Handbook, 1935-1936,
pp. 141-144
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In regard to percentages, ’’gross mark-up" per-
centage and not "net mark-up" percentage is used by the
Treasury in determining taxable income of merchants using
the retail method.
Under retail method a taxpayer may value his in-
ventory on the basis of cost or market, whichever is lower,
provided cost, computed under retail method of each item,
is compared with market value and the lower of the two used
as the inventory value.
If a partnership is succeeded by a corporation,
must the latter value its inventories on the same basis as
the former? The answer is no. The corporation may value
its inventories on any method accepted by the Treasury.
Merchandise belongs in inventory only if title
has passed to the taxpayer.
Supplies kept for sale to employees at cost are
not to be considered inventory.
Postage on C.O.D. shipments is included in the
(A
^
closing inventory only in the year it is paid. ' '
Materials delivered to a smelting company ,later
to be re turned,are not handled as a bailment but as a sale.
(1) Montgomery’s Federal Income Tax Handbook , 1935-1936,
pp. 141-144.
(2) Ibid, p. 145
(3) Prentice Hall Tsuc Service, 1936, p. 9503
(4) Ibid, p. 9505
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Only the metal returned by the smelter Is to be Included in
inventory. (Case where ordinary accounting principles do
not apply.
)
An important exception to choice of cost or mar-
ket is merchandise held on firm contracts at fixed prices.
If this is the case this merchandise must be inventoried at
cost.
^
If a request for change of basis of valuing in-
ventories is granted it will be unnecessary to file amended
returns for prior years or the opening inventory of the
present year.^^^
If a mistake causes inventory to be partly cal-
culated at cost when it should have been at market, the
taxpayer is entitled to have tax computed on the correct
base. That is the market value in this case.^^^
In regard to inventory of used automobiles,
regulations provide that the taxpayer is entitled to use
sale price as a base less expense of disposition, which ex-
pense evidence has shown to be at least of sale
price
•
Carrying charges may be included in inventory
values. This does not include Interest unless merchandise
is carried on borrowed money.
(1) Prentice Hall Tax Service, 1936, p. 9580
(2) Ibid, p. 9585
(3) Ibid, p. 9586A
(4) Ibid, p. 9590
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Bonuses paid to employees who participated in
production of goods should be included in inventory of
those goods when inventory is taken on a cost basis.
In the light of the preceding evidence it is
clear that so far as inventories are concerned the courts
and the Treasury Department are in agreement with and have
based their findings and regulations on the generally ac-
cepted accounting principles.
(1) Prentice Hall Tax Service, 1936, p. 9680
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CHAPTER II
DEPRECIATION
Depreciation may be defined for income tax pur-
poses as the gradual exhaustion, wear and tear of property
through use in a trade or business, including "normal
obsolescence".
Article 23 (l)-5. Regulations 86, sets forth some
of the salient points on this subject.
In the first place, the claim for depreciation
must be reasonable as determined by known conditions at the
end of the taxable period.
If the cost or other basis of the property has
been recovered through depreciation or other allov/soices
,
no
further deduction for depreciation shall be allowed.
The burden of proof now rests on the taxpayer to
sustain deduction claimed. Therefore, the taxpayer must
furnish full and complete Information with respect to cost
or other basis of the asset. This, in brief. Includes age,
condition and remaining useful life, suid the portion of
their cost or other base which has been recovered in prior
taxable years.
(1) Bulletin P, January 1931, p. 2
(2) For detailed information reference is made to
Mimeograph 4170 (C.B. XIII-1) 59, of the Bureau
of Internal Revenue.
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To quote from Mimeograph 4170, if upon the review
of the return of the taxpayer it is apparent that the deduc-
tion for depreciation is a very minor factor in determining
net income, or if facts show conclusively that deduction
claimed is not in excess of correct amount, or where it is
evident that no taxable income will be developed, schedules
need not be furnished for such year. No particular form is
required.
Meaning of depreciable property . Illustrations
of property not used in trade or business are building or
plant under construction, residential property used ex-
clusively as home for taxpayer, furniture of private dwell-
ing, personal effects, automobiles and other conveyances
solely for personal use.^^^
No depreciation is allowed on an abandoned plant.
This does not mean suspension of operations for temporary
causes.
Regulation 86, Article 23 (l)-2 states that if a
private dwelling is used partly for professional purposes,
or the part of a wardrobe used by an actor in his business,
such parts may be depreciated for tax purposes.
Bulletin P states that this same principle holds
in the case where the taxpayer rents a portion of his
personal residence. (2
)
(1) For greater details see Bulletin F, January 1931, p. 17.
(2) Ibid, p. 19.
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Some of the important items used in trade or busi-
ness which are not depreciable are inventories, containers,
and land*
In the case of containers, the Treasury department
stated that the cost should be capitalized and depreciated.
However, the Board of Tax Appeals found that the taxpayer’s
method of charging them to customers and crediting their ac-
counts upon their return of the containers, and the showing
of containers in gross sales more clearly reflected the in-
come with the result that the taxpayer’s method was sustained.
Land presents a different situation. No change is
allowed until land is sold and at such time a negative change
is considered loss and not depreciation.
Intangible items used in a trade or business, which
items have a definitely limited life or duration, are
depreciable. This principle includes contracts and effi-
ciency systems.
Patents belong in this classification. In this
country the life of a new patent is seventeen years. Some-
times momentxun is gained and the value continues beyond
seventeen years, but this value is largely goodwill and,
therefore, not deductible. If the patent is leased it should
(1) United Profit-Sharing Corporation vs. United States,
Ct. CIS. 171
Evens and Howard Sewer Pipe Company vs. Becker 70 P
(qd) 596
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not be considered an asset* If a corporation uses a patent
owned by a stockholder free of charge, the corporation may
not take depreciation on it. If patents were bought for
stock the cost of the patents is fair market value of shares
in the open market* Occasionally there is not established
value for patents* In such a case the Board of Tax Appeals
has set off the rule that in determining value under such
conditions consideration should be given to history and
voltune of profits produced by the patents and further, the
opinion and testimony of men experienced in dealings in
patents* It is advisable to keep very clear records of in-
come from royalties as these are valuable as supporting
evidence * ^
If there are several patents they should be valued
separately. This is a requirement of the Treasury department*
The cost of defending or perfecting title to
property constitutes part of cost and is not a deductible
expense*
Copyrights * These rights are charged off under
the same procedure as patents except that the term in the
United States is twenty-eight years* Caution is needed here
for most copyrights diminish rapidly in value. If a twenty-
eight year base is used periodical revaluations ought to be
made*
(1) Regulations 86, Article 24-2*
(2) Ibid
(3) Montgomery's Federal Income Tax Handbook
.
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Leaseholds have been provided for in Treasury
regulations so that where a specified sum was paid for them
and they are used in trade or business, the straight-line
method may be used in writing off these leaseholds and de-
duction made on the tax return.
By whom depreciation may be deducted . The rul-
ing is that allowance for depreciation and/or obsolescence
may be claimed by individuals, citizen or alien, resident
or non-resident; fiduciaries of estates and trusts; partner-
ships; corporations, domestic or foreign, with respect to
property actually used in trade or business and recognized
by the Bureau as subject to depreciation or obsolescence
or both.
^
Depreciation of leased property . In general,
depreciation to lessee, of the cost of or other allowable
basis of the Improvements made by him, is subject to the
same rules which govern depreciation of the lease. If
is
useful life of improvements/less than life of lease, or if
improvements may be removed at end of lease, or if tenancy
is indefinite or on a month by month basis, the ordinary or
usual rules of determining depreciation will apply.
There are some special cases under the heading of
leases that require separate mention.
(1) Bulletin F, p. 16
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The Treasury has ruled that when the lessee is
obligated to return leased property, unimpaired in value,
neither the lessee nor the lessor is entitled to deduct
depreciation during the term of the lease.
Where landlord and tenant are affiliated corpor-
ations, improvements made to the leased premises by the ten-
ant are to be depreciated over their life and not over the
life of the lease.
Care is needed in deciding when improvements con-
stitute deductible expense and when such are capital invest-
ments subject to depreciation. When the lessee’s interests
are practically the same as the lessor’s, the cost of such
improvements are capital investments.
If a renewal lease is effected before the old one
expires, and Improvements had been made prior to the new one
the cost should be amortized from the date of expenditure
to the date of the renewal lease upon the basis of the orig-
inal lease. The unamortized balance should be treated as a
capital Investment to be spread over the new lease.
May the lessor deduct depreciation? When improve-
ments are erected on the lessor’s property he may report
the Income on one of the following bases:
(1) C.B. IV-1, 1425 S.R. 2499
bo': ’';3. . "cJ‘*ioqo‘iq n'l/zcts^i o:t ^••9^S3l
od- -•r.Id:d-:-,e si ^oaasl 'irn aesasi eii ^ ^e'".d : oa
arid *!tr> m*xec^ ©i^q ojil'iirb fioidjsioD'iqftfi
-•z''.n'i'',o bodB-^Xl-/i.i3 a^SG bna rToIbaal a-ie.'f.?
oct ©I'd Tcf das Crr^'^^iq bes-'-sX c "I j cct aoBiu 3d‘n© ^©vo'iq'^t ,3t!olr^B
e-i* *16vn d-of* bn£ ? • *! ^r^crid tuvo be d.?» tssiqo'r- ecf od 3*^3 dne
. acBal eKd =o oTilJ.
- oo ' u f.e'fa'/o'iq li :ic~‘~ ^riju^XbCv- nl 'XB'-
-Icx.-s lo jaco ©rid .e’*'X' 3 co.C edi ne 3‘iins ©j;d wjXlBoXdoair'' s’ta
.
3d-ie 'fd-i.av!-? IbcIx'jbo ©*xs ad -:o."?*vr5'T''''Ti
o'lo •- Xe ©r(:i sno?. -. 3 r)od’C©-X© "tX szzel Ij&'toz-.o-' b 'll
^
’C 7/c.i oXd oj ‘icX*ic ne©a bar! "tX b»is ^ s.a'iicj:©
O'! :l 'f^ar
'
'
'-'!d'>3x5 o.fX rc*x'^ b9s ‘:d*£ ;f:c e 'f blrroq^ dBoo e/ld
- :*iO r3 fid “lo dXn.e.- ©iid ncqxr ©eg©! Isr^’ona'x ciid lo 6dBfc ©rid od
B sf? >iadG-*id ed -If/o*d3 '>c. '’Xa-I ^:)erA^ vor-sirrj erfi' .©3B©I lari
^
^
, ?u'’oX w©rr ©rid 'levo ©ci od d;io :rdd©vnX Xad^f fiO
-O'f-yz:
. L -'Orf . ^ HC rdsXod'ioab do'ibeb *XOf3S©X 0:ld -B;.I
-•r'
.
ai /r. , ©'^ ', d‘i3 fC'X : 3’*to;:.3©I ©rid no bedo©*!© ©*t3
;.iSGBd ©rid ?c errc no ©::(OOfTl ©rid
.J U)
a. Pair market value at time of completion.
b. Fair market value of Improvement subject to t he
lease.
c. May spread over life of the lease the deprecia-
ted value of improvements as at expiration of lease
and report as Income an aliquot part thereof.
It can be seen that the lessor, at least in sec-
tion (c), is allowed to deduct depreciation.
Basis upon which depreciation may be determined .
The general rule is that the basis for property acquired
as of February 28, 1913 is costj for property acquired prior
to March 1, 1913, the basis is fair market value as of that
date or cost adjusted as provided in Section 113 (b), which-
ever is greater.
Adjusted basis means that all changes in an asset,
for example, readaptation, increased load, efficiency im-
proved, additions, losses, must be taken into consideration
in determining gain or loss on disposition or in computing
annual depreciation. It also includes the requirement that
entire depreciation allowed or allowable in prior years
must be deducted in case of disposition, regardless as to
whether or not such depreciation was taken at the time of
wear and tear*
(1) Regulations 86, Article 22 (a) -13
. rnlcfarartco 'Xo 'fs ojjI'zv r 'I'/j'.; ,j3
? : o:t ^ce’.d';;£ 3 3vc" i::l ";c 0 >jI.’>v j-c-*''T?t/* tcIp/
-.*5 DO'i-r&'r; • nr-- ^sjcoI or{:f >r j12X •lovn iiJ^D'iqa . n
02iial ' c .ro ’. '£.rc 1. -:o :tiS i.s :c DuI/3V be^
f 1* \
'
. v-o‘T‘c>^'d‘ d-'i;3q c'/pllB r^s o-^^oo;:- o xte*! dhb
-j&i fi' ^c£3l Xb ,*ir;iQ©l 0.^d ‘iBrid nane ed hbo dl
,i?n ldi3 iou’iqof) do.'bo£ cd ta.fnIlB zl . x n) ncX-d
. a: --I'.Tied-^b ;^e,7( rtc.
‘ d r ' r:-©^. :i •>--^ 3.1c Qo
ba‘rij.:po,3 -lo? aS-8/>>'- ©lid dsnd -il oI^**l ''i'iGna • oxlT
‘i. ’n:n r>a*x‘ raos ••f'd'iav rrc \iaoo 2 ,-. 5I^X ,92 se
jB d :s o-jIbv dr-aip - »!; e ,* E J a 'iCf o>id . Jil c/’J ,I Xo'ic'' nd
-:cl;:v.- ,( .:) rrc MoeC: r:i be iv.i cfl bedKi/^bs daco ":o &del>
.^iedi30i> 3d *iove
,d 33 r.e res cia /fsefa He de'id scceai 2i3.ap b'?-C-:irlb,k
-
-’Ofin.' cd'lle .iiirX boeno raTi , -iC Idecrqubeei ,alc.;'jcxa 'ic'd
!>c Id .cn odH .rD'fBd ac' dcv/Kt ,3a :a' I ,S-nold‘b5B ,cov >'tq
rfl 1C fTc rdieoqaXi) no eaol -ic cie,., ;nli Lviadofc fi
deiid dcar-ei: -pa-i o f:; coculr-rri; oal-; d I . ncidfHoeiqsb ib
icl'ic rtl: o.r'f«"v . XIc ic j0'’'.lXe nc.':de laaiqbC O'lXdao
cd SB aa vI' iGgoi
,
no .Id IfecqcXb io oaeo Jii aodcifbeb sd dsr.»i.:
io ertXd Otic de rTCiTsd aev; .icid’eioe -.ob aouz doa io iar(ds ''?r
,'Lftod -no leoT?
'i?.) ©IoV f9 ^ bd 3acldr>I^q;0.9 (X)
19
Repairs and renewals . The accountant’s solution
is to draw an arbitrary line between relatively small items
of Incidental repairs and maintenance and the heavy items
of renewals and replacement, charging the former to expenses
and the second to depreciation reserves.
Repairs in the nature of replacements, to the ex-
tent that they arrest depreciation and appreciably prolong
the life of the property, should be charged to the property
account rather than to the reserve.
Alterations not in the nature of repairs which
were made to obtain Increased rentals were not allowed as
deductible expenses.
If changes in assets were niunerous during the year
and in small amounts they may be considered to have occurred
ratably during the year and depreciation computed on the
average of opening and closing balances of the account.
Property exchanged or traded in for like property .
There is no recognition of gain or loss on an exchange of
property for like property used productively in a trade or
business.
Method of computing depreciation . The Treasury
prefers the staright line method, but there is no fixed rule.
The Board of Tslx Appeals, in the case of Evangeline Gravel
Company, Incorporated vs. Commissioner (13 B.T.A. 101) gave
as part of its decisions "but the facts in each
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case must be carefully considered, together with the sur-
rounding circumstances, and then, in the light of such
facts and surroundings, a deduction made which shall con-
stitute a reasonable allowance
^
In Bulletin P it is ruled that In the case of the
extraction of natural resources it more accurately reflects
income if the unit of production method is used.(^^
Sometimes a change of method is needed. Ordin-
arily a method must be used consistently. Where the straight-
line method is satisfactory while a factory is operating
full time, however, when such factory goes on part-time op-
eration the depreciation may be more accurately accounted
for by using the unit of production method.
Section 23 (1) provides that a "reasonable al-
lowance" for depreciation shall be allowed as a deduction.
This means that the actual rate is a local affair. What
might be true of an asset in one situation might in no way
suit the same asset in a different situation. This situa-
tion exists in relation to almost all other classes of
property.
Useful life of property . The deduction for de-
preciation is usually dependent upon the expected useful
life of property rather than its physical life.^^^
(1) Evangeline Gravel Company, Inc. vs. Comm5. ssioner
,
13 B.T.A. 5.01
(2) Bulletin P, January 1931, p, 13
(3) First National Bank in Mobile vs. Commissioner,
30 B.T.A. 632 A
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With regard to machinery there is the possibility
of extraordinary wear. It is not necessarily true that if
a machine is used twice as many hours a day, the deprecia-
tion will be twice as great. There are several cases on
record where deductions for extraordinary depreciation have
been allowed. Of course, substantiation will be required
of the taxpayer in so far as he deviates from a standard
rate.
Considerable discussion is given to the use of
composite rates of depreciation. It might be worth noting
that most of the disallowances in depreciation rates ruled
by the Treasury were found to be on a composite basis. If
from the accounting standpoint it is impracticable to segre-
gate assets into classes, then the Treasury may be consider-
ate. However, in general, it will be worth the extra effort
to keep separate accounts and separate rates.
In conclusion, there are some truths which it would
be well to emphasize, one being that though the so-called
straight-line method of depreciating assets is preferred by
the Treasury Department and is consistent with good account-
ing, it should be remembered that the rule is "reasonable
allowance". What might be considered a reasonable allowance
(1) Wilkes-Barre Lace Manufacturing Company's Appeal,
B.T.A. 467 A
Hickory Spinning Company's Appeal, 2 B.T.A. 439 A
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for a factory running at capacity may not be the same allow-
ance in the case of the same factory running at 50$^ of its
capacity* Another situation should be kept in mind along
the thought that the same asset may depreciate at different
rates in different places, which makes the subject of de-
preciation rates a local affair.
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CHAPTER III
BAD DEBTS
The law offers a choice of two methods In comput-
ing deductions for bad debts.
a. A reasonable addition to a reserve for bad
debts.
b. The deduction of specific bad debts in whole
or in part.
One of these two methods must be chosen suid followed con-
tinually \anless the Commissioner grants permission to
change . ^ ^ ^
A prerequisite of a bad debt is the legal rela-
tionship of debtor and creditor or no debt is considered to
exist.
^
( 3 )A contingent liability is not a bad debt; '
neither is a mere cause of action for breach of contract
sufficient basis for deduction.
^
The amount paid by a guarantor may be deducted
as a bad debt if his right to reimbursement from the prin-
cipal debtor is worthless and he charges off the s\im paid
within the tameable year.^^^
(1) Montgomery's Federal Income Tax Handbook , 1935-1936
(2) Ross Company vs. Commissioner, 26 B.T.A., p. 499
(3) Blanchard vs. Commissioner, 17 B.T.A., p. 1271
(4) Wadsworth Manufacturing Co. vs. Commissioner, 15 B.T.A.
p. 1237
(5) Heyn vs. Commissioner, 4 B.T.A.
,
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The taxpayer is allowed the deduction only when
he actually pays the guaranteed debt. The giving of a
promissory note does not constitute payment.
It should be made clear that if the indemnitor
has no claim against the principal debtor or renounces his
right of reimbursement, there is no right of deduction be-
cause of no debt to be charged off.^^^ However, when a
debt is shown to be worthless, deduction thereof will not
be barred by the creditor’s voluntary release of the debtor.
This does not apply to solvent debtors.
It is important to note the difference betv/een
bad debts and losses because a loss is deductible in the
year in which it is sustained while a bad debt is only de-
ductible in the year in which its worthlessness is ascer-
tained and in which it is charged off.^^^
Embezzlement gives rise to a loss when the crimin-
al act occurs, unless what has been taken had been held by
the taxpayer as an agent
,
in vfliich case no loss is incurred
until the agent makes good the defalcations of his employee.
No deduction for bad debt is permitted.
(1) Eckert vs. Burnet, 283 U.S. 140
(2) Menihan vs. Commissioner, 79 P (2d) 304
(3) Brown et al vs. Commissioner, 10 B.T.A., 1036 A
(4) Montgomery’s Federal Income Tax Handbook, 1935-1936
(5) Grenada Bank vs. Commissioner, 32 B.T.A., 1290
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The unfortunate result of considering a loss as
a thing of the present is that the loss may not be dis-
covered until severfl. years afterward , as in the case of em-
bezzlement
,
which means that no deduction is allowable
if not discovered in that taxable year*
There is a way of circumventing this situation.
If after the discovery of an embezzlement, the embezzler
enters into an agreement to repay the embezzled funds, and
the taxpayer subsequently ascertains that the indebtedness
thereby created is worthless
,
a deduction can be taken under
(o \
the bad debt section of the law. ' '
If the debt is secured by an insurance policy the
Board has held that the taxpayer may deduct as a bad debt
the difference between the amount of the debt sind the cash
surrender value of the policy,
It was held that a taxpayer is entitled to deduct
a bona fide worthless debt due him from a corporation of
(A )
which he was the principal stockholder. ' ‘
Taxpayers should keep in mind that the time when
a debt is ascertained to be worthless and not the time when
f 5
)
it actually becomes v/orthless is the controlling factor.' '
Further, the taxpayer has the burden of proving that an
(1) Montgomery’s Federal Income Tslx Handbook , 1935-36, p. 528
(2) Douglas County Light and Water Co. vs. Commissioner,
43 F (2d) 904
(3) Ross vs. Commissioner, 72 F (2d) 122
(4) Selden vs. Heiner, 12 F (2d) 474
(5) Wheeler Fisher and Co. vs. Commissioner, 54 F (2d) 294
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indebtedness was ascertained to be worthless within the
taxable year and the tsixpayer must present facts upon which
such ascertainment was made*^^^
The ascertainment of the worthlessness of a debt,
either in whole or in part, is the exercise of sound busi-
ness judgment based upon as complete information as is
practically obtainable.
^
"The tsLxpayer is neither required to be an in-
corrigible optimist and Ignore the worthlessness of a debt
that stares him in the face, nor throw good money after bad
to get a judgment of a court and the failure of a sheriff
to demonstrate a fact he already knows."
Where the taxpayer, because of family ties or
personal relations between himself and his debtor, is not
willing to enforce payment of his debt, in whole or in part,
he is not thereby entitled to deduct it from his income tax
as worthless.
The fact that a debt has not matured is merely a
circumstance to be taken into consideration in ascertaining
(5
)
whether the debt is worthless.
(1) Georgia Engineering Co. vs. Commissioner, 21 B.T.A. 532A
(2) John E. Saddler »s Appeal, 2 B.T.A. 1305 A
(3) U. S. vs. White Dental Co., 274 U.S. 398
(4) Thom vs. Burnet, 55 P (2d) 1039
(5) Robert Smith Corporation vs. Commissioner, 21 B.T.A. 1400
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The flight or disappearance of the debtor is
usually sufficient evidence of worthlessness to justify
a charge-off .
^
If there is a solvent surety on the principal
debtor’s obligation the creditor does not have a worthless
debt merely because the principal debtor is insolvent. He
must exhaust his efforts to collect from the surety or
establish the fact that the surety is insolvent .
^
Mere failure to pay on demand is not sufficient
proof of the worthlessness of a debt.^^^
The taxpayer entered into a contract with certain
patentees to manufacture guns according to specifications
required under certain contracts between the patentees and
the government. The contract provided that the taxpayer
should be paid out of fimds to be paid the patentees by
the government. The guns proved to be defective and were
rejected by the government. The patentees brought suit
against the government. The claim was finally disallowed
in 1918 by the Co\u*t of Claims, by which time the patentees
had died insolvent. It was held that the amount due the
taxpayer on the contract was deductible as a bad debt in
(1) Jones’ Appeal, 2 B.T.A., 1218 (A)
(2) Tunnel ton Bsoik vs. Commissioner, 12 B.T.A., 187A
(3) Prescott State Bsmk vs. Commissioner, 11 B.T.A., 147
(4) Birdsboro Steel Poundi*y and Machine Co. vs. U.S.,
3 Fed. Supp., 44
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Bankiniptcy
,
receivership or Insolvency as a test ;
“Unsecured and unpreferred debts’* are distinguished from
others, indicating in practically all cases of bankruptcy
that there may immediately be charged off at least part of
"unsecured or unpreferred debts
Bankruptcy, receivership or insolvency in them-
selves are not sufficient to establish the worthlessness of
a debt.^^^ However, the fact that the petitioning creditors
thought that the bankrupt had sufficient assets to justify
filing a petition is not sufficient to overcome clear evi-
dence that the debt was uncollectible,
The Board held that a deduction for a debt already
ascertained to be partially worthless would be denied to a
creditor of an Insolvent corporation which assigned its
claim to a creditors » committee sind subsequently received
stock from the new corporation organized by the committee
to take over the assets of the old corporation.' '
Depreciation of collateral as a test ; When a
debtor who has put up collateral is known to be unable to
pay and the collateral security is worth substantially less
than the amount of the debt, it is not necessary first to
(1) Montgomery's Federal Income Tax Handbook, 1935-36, p, 536
(2) H. B. Moore vs. Commissioner, 8 B.T.A., 749 (a)
(3) Patten and Davies Lumber Co, vs. Commissioner, 45 F
(2d) 556
(4) Rockford Brick and Tile Co. vs. Commissioner, 31 B.T.A.,
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sell the security before the amount of the secured debt can
be ascertained to be worthless, charged off and deducted.
The value of such security may be estimated.
Unless a creditor accounts for his security and
brings in evidence of its value, he will not be permitted
to deduct anything for his bad debts.
Statute of limitations as a test ; A debt continues
to exist until it is satisfied. The statute of limitations
does not destroy it. It is merely a defense which must be
affirmatively pleaded.
Subsequent advances to the debtor as a test ;
Frequently a creditor lends money or extends credit to a
debtor whose previous debts have been charged off as worth-
less. This does not mean that the debts which were charged
off were not ascertained to be worthless in good faith. The
fact that the taxpayer exercised poor business judgment, or
reasonably believed that further advances were necessary
to prevent further losses, should not deprive him of his
deduction.
^
The fact that a debt reasonably ascertained to be
worthless and charged off as such was subsequently recovered
(1) Ross vs. Commissioner, 72 P (2d) 122
(2) Capitol City Bank vs. Grissom, 50 P (2d) 1056
(3) Stranahan vs. Commissioner, 42 P (2d) 729
(4) Stein* s Appeal, 4 B.T.A., 1016
(5) Midland Coal Company’s Appeal, 1 B.T.A., 311 (a)
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in part or in full is not in itself sufficient to prevent
a deduction.
^
V/hen the proceeds of a foreclosure sale are suf-
ficient to satisfy only the first lien, the subsequent liens
may be charged off, if action against the debtor would be
fruitless.
^
In order to justify the deduction as a bad debt
of all or part of a deposit in a closed bank, a depositor
should obtain at the close of his taxable year a statement
from the receiver or other liquidating agent of the bank
setting forth how much, to the best of his judgment, will
ultimately be recovered by the depositor. It has been held
that such a statement is evidence of the worthlessness or
partial worthlessness of the claim.
It is to be remembered that reorganization is not
liquidation and that if a bank is reopened and depositors
have waived a percentage of their deposits for which they
received an interest in certain assets placed in trust for
their benefit, no determination of worthlessness can be made.^*^)
(1) Meurer Steel Barrel Co. vs. Commissioner, 7 B.T.A., 64 A
(2) Leavenworth* s Appeal, 1 B.T.A., 754
(3) Egan and Hansman Co. vs. Commissioner, 1 B.T.A., 556 A
(4) Montgomery *s Federal Income Tax Handbook, 1935-36, p. 542
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Meaning of ”charge -off" ; Whether a charge-off
has been effected is not deisendent upon any special form of
bookkeeping, but must be determined from the circumstances
in each case. The effective elimination of the debt as an
asset meets the statutory requirement as to charge-off .
^
It is not the physical act done within the year
to which Congress has referred, but the setting up of evi-
dence of the ascertainment of worthlessness substantially
as of the date of such ascertainment and in confirmation
thereof.
It is well settled that if a taxpayer on his books
eliminates a debt as an asset he has complied with the law.^^)
If no books of account are kept it was held that
a taxpayer's deduction of debt on his tax return met the
requirements of the statute.
Where a tsixpayer submits a list of accoimts re-
ceivable to a prospective purchaser of its assets and the
prospective purchaser marks certain accoiints as worthless,
(the law has not been thereby complied with. ^
It appeared that a decedent went over his affairs
a few days prior to his death and stated to his son that
(1) Ewald and Co. vs. Commissioner, 18 B.T.A., 1130 A
(2) Appeal of Mason Machine Works Co., 3 B.T.A., 754 A
(3) George H. Fraser vs. Commissioner, 6 B.T.A., 997 A
(4) John H. Perry vs. Commissioner, 22 B.T.A., 13 N.A.
(5) Fairless vs. Commissioner, 67 F (2d) 475
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all money matters with a certain Individual were a total
loss and should he forgotten* The decedent kept no personal
hooks of account. It was held that the debt had in effect
heen "charged off".^^^
Credits to an account designated as "Interest
in Suspense" were "entries of imcertain meaning, indicating
doubtful items rather than debts charged off after having
been ascertained to be worthless* " (2)
In a case Involving the liquidation of a sub-
sidiary corporation it was held that the parent had effected
a charge-off by crediting its accounts receivable with the
amount of the debt*^^^
Although no entry was made in the ledger account
charging off the amount of the debt, it was nevertheless
held that the requirement of the law had been met when the
taxpayer eliminated the amount of indebtedness from his
balance sheet and credit statements * ^^
^
In regard to the meaning of "Within the Taxable
Year", the book entries need not actually be made within
the taxable year*^^) However, if a debt is charged off after
(1) Shaw, Guthrie, Executor vs* Commissioner, 9 B.T.A. 459 A
(2) American Cigar Co* vs* Commissioner, 66 P (2d) 425
(3) Houghton & Dutton Co* vs* Commissioner, 26 B.T.A. 52
(4) George H* Eraser vs* Commissioner, 6 B.T.A. 997 A
(5) Chicago Railway Equipment Co* vs* Blair, 20 F (2d) 10
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the close of the taxable year, it must appear that the
charge-off was intended to be made as of the end of the
taxable year.^^^
Basis of bad debt deduction ; ^Ther© accounts re-
ceivable have been purchased, absence of proof with res-
pect to cost precludes any deduction*
^
Inasmuch as a debt, worthless when acquired, adds
nothing to the assets of the creditor, there is nothing to
be charged off when the fact of worthlessness is determined.
^
Reserves for bad debts ; The existence of economic
conditions was recognized and it has been held that in de-
termining what is a reasonable addition to a reserve the
experience of past years is not controlling or necessarily
Id
)
material, ' '
The Board, while refusing to hold that a reserve
may not be larger than the amount of actual or average bad
debts in the past, stated that a reserve should not be out
of proportion to what appears to be necessary on the basis
of past experience unless good cause is shown.
li''/here the tsixpayer is reporting on instalment
sale transactions and adopts the cash receipts and dis-
bursements method as the basis for determining his profits,
(1) First National Bank, Danville, Ind. vs. Commissioner,
11 B.T.A., 671
(2) Elmore Milling Co, vs. Commissioner, 27 B.T.A., 84 A
(3) Eckert vs, Burnet, 283 U.S. 140
(4) Rhode Island Hospital Trust Co, vs. Commissioner,
29 P (2d) 339
(5) C, P. Ford Co. vs. Commissioner, 28 B.T.A., 156
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no allowance can be made for a reserve to protect unpaid
Instalments.
Both the Board and the courts have upheld the
Treasury in disallowing the deduction of the addition to
reserve for bad debts as well as actual bad debts charged
off against income.
Change of method ; Although the regulations re-
quire that an application for permission to change the
method of treating bad debts be made thirty days prior to
the close of the taxable year of which the change is sought
to be made, it is held that the requirement is waived if
the Commissioner accepts and approves a return based on
the new method.
Accounting procedure where method of deducting
bad debts is changed ;
1. Set up a reserve for bad debts before closing the
books as of the close of the taxable year, which is to be
credited with;
a. The amount of the reserve which should have
been set up at the close of the preceding year.
b. An allowance for uncollectible amounts aris-
ing from the business of the taxable year, which
Voliva vs. Commissioner, 36 P (2d) 212
(2) First National Bank of Omaha vs. Commissioner, 49 P
(2d) 70
(3) Ganahl Lumber Co. vs. Commissioner, 21 B.T.A. 118 A
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may be based on the same percentage of the charge
sales for that year which the uncollectible ac-
counts were of the charge sales for the previous
three years or five years. This basis, however,
is subject to modification if business conditions
during the three or five-year period have been
unusually good or bad, or if another method is
better adapted to the business.
2. Charge against the resei*ve suggested above all the
accounts determined to be uncollectible and charged off
during the taxable year:
a. The aggregate of such accounts accrued prior
to the beginning of the taxable year,
b* The aggregate of such accounts accrued during
the year.
3. The allowable deduction for bad debts in the return
for the year of change and for subsequent years is I (b)
unless due to conditions in the taxable year it is necessary
to provide additional reserve for accoimts on hand at both
the beginning and end of the taxable year for which suf-
ficient reserve is not provided, as at the beginning of the
year.
^
(1) Montgomery’s Federal Income Tax Handbook
,
1935-1936,
pp. 553-554.
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This chapter presents some very interesting side
lights from the tax point of view which do not really con-
cern us as accountants from the standpoint of principle
—
for example, the changing of an embezzlement which may be a
non-deductible loss to a condition of indebtedness which
later proves worthless and qualifies as a bad debt.
The procedure of the two public authorities in
the case of bad debts largely conforms to that of good ac-
counting. There is a point that needs attention in connec-
tion with a situation where our bad debts have exceeded our
reserve. Both the courts and the Board frown upon an attempt
to deduct the addition to reserve for bad accounts together
with deductions for actual bad debts charged against income.
It is well, therefore, to be sure that our reserve is high
rather than low if we are using the reserve method.
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CHAPTER IV
TAXES
It is frequently a matter of some difficulty to
determine exactly when a particular tax accrues .
Only a word need be said with reference to the
contention that the tax upon nrunitions manufactured and
sold in 1916 did not accrue until 1917. In a technical legal
sense it may be argued that a tax does not accrue until it
has been assessed and becomes due, but it is also true that
in advance of the assessment of a tax, all the events may
occur which fix the amount of the tax and determine the
liability of the taxpayer to pay it.
In this respect, for purposes of accounting and
of ascertaining true Income for a given accounting period,
the munitions tax here in question did not stand on any
different footing than other accrued expenses appearing on
the appellee’s books. In the economic and bookkeeping sense,
with which the statute and Treasury decision were concerned,
the taxes had accrued. It should be noted that Section 13
(d) makes no use of the words "accrue” or "accruec^’, but
merely provides for a return upon the basis upon which the
taxpayer’s accounts are kept, if it reflects income—which
is precisely the return insisted upon by the Government.
We do not think that the Treasury decision contemplated a
2SXAT
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retiirn on any other basis when* it used the term “accrued"
and “accrual" and provided for the deduction by the tax-
payer of items “accrued on their books".
Taxes should be accrued as of the date when they
first become a liability of the taxpayer. This is true
even though the period with respect to which they are assessed
may not coincide with the taxpayer’s taxable year.^^^
The accrual of a tax and the time when its deduc-
tion may be secured are not postponed by a claim of exemption .
)
Decisions of the Board hold that the taxes for
a given year accrue on the date on which the state law cre-
ates a liability for the tax on the part of the taxpayer
though it be not due or payable that year.^^^
Taxes are not deductible in the year of payment
by a taxpayer on the accrual basis if they accrue under the
law in a prior year.^^^
The provision for deductions of taxes "paid or
accrued within a teixable year" has been held not to refer
to the payment of arrears of taxes
,
on the ground that to
hold otherwise would be to permit the postponement of a
deduction.
^
(1) U. S. vs. Anderson, 269 U.S. 422
(2) Niles, Bement, Pond Co. vs. U.S., 281 U.S. 357
(3) Continental Baking Corp. vs. Helvering, 69 F (2d) 392
(4) Crown Williamette Paper Company vs. Commissioner,
14 B.T.A. 133 A
(5) Great Northern Railway vs. Commissioner, 30 B.T.A. 691
(6) V/esterfield vs. Rafferty, 4 F (2d) 590
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Where accurate records of tax payments are not
kept a taxpayer may claim credit for all tsixes paid if the
claim is made in good faith and can reasonably be supported.
Since in the case of admission and similar taxes, receipts
are not given by those who collect the taxes, vouchers can-
not be furnished. If one's memory is trustworthy no reason-
able objection can be made to a claim based on the tax-
payer's statement. This does not apply to taxes paid by
check.
)
By whom taxes are deductible . The test of the
deductibility of a tax is whether the tax is imposed upon
the person desiring to make the deduction.
^
The sales tax upon manufacturers of automobiles
is not deductible by the purchaser of an automobile not-
withstanding that it may be specifically passed on to him
as a part of the purchase price.
A mere volunteer is not permitted to deduct pay-
ments for taxes. Wlien the payer has an interest in the
property, even though only a partial interest, the deduc-
tion is allowable provided the interest carries some measure
of liability to pay.^^^
(;j^) Montgomery's Federal Income Tax Handbook , 1935-36, p. 457
(2) Regulations 86, Article 23 (c) -I
(3) Hamilton vs. Commissioner, 6 B.T.A., 240
(4) Nicodemus vs. Commissioner, 26 B.T.A., 125 A
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V/here a husband paid taxes on property ovmed by
his wife it was held that he is not entitled to a deduction.
Nor is the husband entitled to a deduction if he pays the
tax because he is bound to do so under a mortgage executed
prior to the conveyance of the property by him to his wife. (2)
A corporation which pays a tax deficiency assessed
against another corporation whose liabilities it had assumed
pursuant to a merger agreement may not deduct the amount so
paid since the payment was part of the purchase price of
the merged corporation.
^
A similar decision applied to the payment by a
successor corporation of real estate taxes accrued prior
to the reorganization, on property which was acquired in the
reorganization from the predecessor corporation.
^
\Vhen the personal property of an estate was in-
sufficient to pay all of the inheritance taxes, the devisees
paid the difference to avoid a sale of the real estate. The
Board held that the tax paid by one of the devisees was de-
ductible in his return.
A taxpayer acquired by’ foreclosure, subsequent to
January 1’ of the taxable' year, various properties against
(1) Colston vs. Burnet, 59 P (2d) 867
(2) Small vs. Commissioner, 27 B.T.A. 1219
(3) Automatic Sprinkler Co. vs. Commissioner, 27 B.T.A.
,
160
(4) Merchants Bank Building Co. vs. Commissioner, 32 B.T.A.,
1072
(5) Waller vs. Commissioner, 8 B.T.A., 935
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which taxes had been assessed as of January 1. The tax-
payer paid all assessments on the acquired properties.
It kept its books on the accrual basis, and sought to charge
to cost of the properties that proportion of the assessment
which accrued between January 1 and the date of foreclosure,
and to deduct as taxes the remaining proportion of the
assessment. The Board held that no part of the assessment
was deductible. Complete liability was in the owner as of
January 1. The taxpayer was thus paying the tax of another.
A taxpayer acquired property on June 11, 1927.
Taxes for 1927 became a lien on May 1, 1927. They were pay-
able in 1926. The taxpayer accrued the unpaid tax at Decem-
ber 31, 1927 and deducted the amount in its tax return.
The Treasury contended that the taxes for 1927 having become
a lien on May 1 and the taxpayer having acquired the property
in June, he was paying some one else’s debts and his payment
therefore constituted additional cost of property. In
other words, the taxpayer occupied the premises for more than
half the year 1927, taxes were running on day by day during
occupancy and were an expense if there ever can be such a
thing as expense, and yet the taxpayer is told at December
31, 1927; "your taxes for the past six months were not an
(1) First Bond sind Mortgage Co. vs. Commissioner, 27 B.T.A.,
430
(2) Leamington Hotel Co. vs. Commissioner, 26 B.T.A., 1004 A
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operating expense of your business. You can make up an
honest profit and loss statement and omit one of your very large
expense items and thus make a good showing. Your taxes
were really capital expenditures
^
Taxes deductible . Payments made for internal
revenue stamps affixed to bonds are deductible in their
entirety in the year of payment.
Incorporation fees or taxes as deductions depend
upon whether a sum paid to a state for the privilege of
incorporating or changing the capital structure is deduc-
tible in full currently, or must be Included in the capital
organization expense items; it depends on whether the sum
is exacted as a fee or a tax.
The criteria for distinction used by the Board
are not too clear but may be summarized as follows;
1. Does the local statute exacting the sum prescribe
use of the proceeds for general state purposes?
2. Is the amount in excess of any benefit accruing
to the corporation, as well as in excess of the cost
of the service rendered?
If these can be answered in the affirmative, the sum is
deductible as a tax.^^^
(1) Montgomery's Federal Income Tax Handbook, 1935-1936
,
pp. 461-462
(2) Baltimore and Ohio R.R. Co, vs. Commissioner, B.T.A. 30,
194 A
(3) Montgomery's Federal Income Tax Handbook, 1935-1936,
p. 468
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Taxes not deductible . Penalties imposed for
fraudulent or delinquent returns are penalties and not
taxes, hence they are not deductible as taxes.
The deposit of bonds with the taxing authority
to secure the payment of taxes does not constitute a pay-
ment of the taxes by a taxpayer on the cash receipts basis
so as to permit the deduction thereof. (2)
A distinction between Improvements which tend to
increase the value of the property and those which are
merely for the purpose of maintenance must be drawn.
The construction of parks, viaducts, and traffic
ways was financed by special assessment in benefit dis-
tricts. The Improvements were held to tend to increase
the value of the property and hence the assessments were
held non-deductible.
^
An assessment for the cost of street sprinkling
is a tax, as sprinkling does not tend to increase the value
of adjoining property. It is therefore deductible
.
A corporation was assessed for the paving of a
street fifty feet away from its business property. It was
shown that the market value of the land after the street
(1) Achelis vs. Coram3 ssioner
,
28 B.T.A., 244
(2) Estate of B. Filler vs. Commissioner, 29 B.T.A., 799
(3) Montgomery’s Federal Income Tax Handbook , 1935-36, p. 471
(4) Belfast Investment Co. vs. Commissioner, 17 B.T.A. 213 N.A.
(5) Mitchell vs. Commissioner, 27 B.T.A.
,
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was paved was no greater than before the pavement was laid
and a deduction of the assessment was claimed. The Board
denied the appeal on the ground that the corporation had
not objected to the improvement or the assessment.
In regard to capitalized special assessments the
questions arise as to whether deductions may be made for
depreciation, an element of cost in calculating gain or
loss on a subsequent sale or realization, or as a loss,
whenever, or to whatever extent it becomes evident that
the anticipated increase in value of the property has not
developed.
In respect to the first of the questions a re-
voked ruling in the Hubbell case now permits deductions
for wear and tear and obsolescence .
^
Recognition of the item as an element of cost in
calculating gain or loss on subsequent sale, there seems
no doubt. If the assessment adds to the capital value of
the property, it should be so regarded.
To the third question, no definite answer is to
be found in the Treasury interpretation. It would seem
reasonable to contend that a loss has been sustained which
would be deductible within the statutory limitations apply-
ing to losses,
)
(1) Caldwell's Appeal, 3 B.T.A., 1232
(2) Hubbell Son & Co, vs, Burnet, 51 F. (2d) 644
(3) Montgomery's Federal Income Tax Handbook, 1935-36,
p. 473
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Taxes accrue on the date on which the state law
creates a liability for the tax on the part of the taxpayer
though it be not due or payable that year. This is impor-
tant because under ordinary accounting methods, if a person
occupied property for more than half of the year he would
consider the tax a deductible expense. This, however, is
not the fact because the tax was levied prior to ownership
of the property which had existed for more than six months
in that year. These taxes must be considered a capital item.
Otherwise, there appears to be no conflict with accoimting
principles.
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CHAPTER V
DEDUCTIONS FOR EXPENSES
In general, deductions are limited to those speci-
fied in the law. A distinction must be drawn between "de-
ductions" as provided by law and "charges to profit and loss
account" as employed in accounting.
^
The law defines expenses which are deductible.
In computing net income there shall be allowed as deductions:
a* All ordinary and necessary expenses paid or
Incurred during the taxable year in carrying on
a trade or business.
Stated differently, all expenses directly applicable
to business Income, even though the taxpayer is on a salary
basis, are deductible. Among these are:
Dues to professional and business societies.
Expenses attending conventions.
Entertaining when necessary to get or keep business.
Certain traveling, including all other than to and
from home.
Charges for business telephone and telegraph calls
made from home
.
Books and magazines relating to business.
(1) Montgomery's Federal Income Tax Handbook, 1935-36, p. 361
(2) Regulations 86, Section 23
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Such expenses are deductible though frequently disallowed
because when claimed in a limp sum for an entire year with
no reasonable detail.
The importaint criterion as to whether or not an
expense is deductible is to what extent it is a direct or
definite benefit to the business of the taxpayer.
Period in which expenses are deductible . The law
states that deductions and credits shall be taken for the
taxable year in which "paid or accrued” ,
^
or"paid or in-
curred”, dependent upon the method of accounting upon the
basis of which the net income is computed.
In the distinction between business and personal
expenses it is necessary to know what the Treasury means
by "trade or business". The law^^^ states that these two
words include all the individual's activities for gain,
profit or livelihood, entered into with sufficient frequency,
or occupying such portion of his time or attention as to
constitute a vocation, including occupations and professions.
Where business expenses are intermingled with
personal expenses, it is sometimes helpful to approach the
problem in a negative fashion; that is, to ascertain amounts
(1) Montgomery's Federal Income Tax: Handbook, 1935-36, p. 361
(2) Regulations 86, Section 43
(3) Regulations 41, Article 8
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paid for personal, living and family expenses and to assume
that the remainder represents business expenses. With such
an assumption in mind, examination of the charges composing
that remainder often reveals deductible items not otherwise
apparent
•
In connection with professional people it should
be noted that expenses incurred in post-graduate courses
are held to be personal, whereas expenses connected with
research work are deductible •
^
Traveling expenses ; Only amounts actually ex-
pended for traveling expenses including cost of a ssonple
room, while away from home or business, are deductible. If
the taxpayer is reimbursed, such amo\ints received must be
included in gross Income.
If a deduction for traveling expenses is claimed,
the taxpayer must attach to the return a statement showing:
1. Nature of business in which engaged.
2. Number of days away from home on account of
business
.
3. Total amount of expenses incident to meals
and lodging while away from home.
4. Total amount of other expenses Incident to
travel and claimed as a deduction.
(1) C. B. 5, 171; Office Division 984
(2) Regulations 86, Article 23 (a) -2.
(3) Ibid.
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It might be an advantage to know that the Board
is more liberal than the Treasury and revenue agents in its
decisions regarding deductible expenses.
If a taxpayer travels continuously he may deduct
all traveling expenses including amounts spent for meals
and lodgings if he “maintains a house or other living quar-
ters to which he may return at any time, or which is at all
times available for his use.“(^^
Entertainment expenses are deductible if it can
be shown that business benefits were derived therefrom.
It is, in all cases regarding expenditures for business ex-
penses, advisable to keep careful records. Hov/ever, deduc-
tions have been granted in several cases where no records
were kept,^^)
With regard to an automobile which is used both
for business and pleasure, about the only way to segregate
the business expenses from personal expenses is to keep
records. Regarding this particular item the Treasury is
by no means liberal.
Business expense as distinguished from capital
outlay . Accounting for organization expense and the handl-
ing of such expense on a tax return differ. From the
(1) C. B. I - 2, 89; Office Division 1490
(2) Wayburn vs. Commissioner, 32 B.T.A., 813 N.A
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accountant’s standpoint all such expense that could reason-
ably be charged to current operations should be so charged.
If there is any overage it should be spread over a term of
three years but not over five.
The Board will not allow the deduction of organ-
ization charges as ordinary and necessary expenses.
When the charter is for a definite period an
aliquot part of it may be deducted for each year.(^) Note,
however, that unless these sire strictly organization ex-
penses apart from cost of selling stock or anything else,
no deduction will be allowed.
If the charter is for an indefinite period no
deductions may be taken on an amortized basis, but on dis-
solution the organization expense may be deducted in full
as a loss for that year.
Expenses incurred in selling capital stock are
not deductible according to the Board and the courts. From
the accounting point of view ordinary expenses in securing
capital should not be capitalized. If it is not proper to
capitalize an expense item, then it should be deductible
as a business expense.
(1) Parker vs. Commissioner, 30 B.T.A. 1231
(2) Hershey Manufacturing Company vs. Commissioner,
43 P (2d) 298, modifying 14 B.T.A. 867 N.A.
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Expenditures In connection with capital assets .
Bonuses paid to contractors for completing a building ahead
of schedule are not deductible.
If alterations and improvements do not increase
the value of the property beyond any reasonable doubt, the
expenditures need not be capitalized.
A curious situation arises when a taxpayer seeks
to deduct attorney’s fees incurred in defending title to
( 1 )
property. The deduction is disallowed. The decision argued
that these were not ''ordinary or necessary expenses in car-
rying on the trade or business". On the other hand, such
expenses are allowed every day by the Treasury. The dif-
ference lies in the fact that the recipients account, on
their return, only for net receipts. It can be seen that
the deduction was made, but outside of the return.
Experimental and prospecting expenses incurred in
developing and testing an Invention are capital expenditures.
The cost of buying out competitors is held to be
and
a capital expenditure/if definite benefits can be measured
the deduction is allowed. Sometimes it is difficult to draw
the line and the test hinges on whether or not there is a
continuing benefit. If there is, then the item should be
capitalized.
(1) Nall vs. Commissioner, 27 B.T.A., 33 A
(2) Canning vs. Commissioner, 29 B.T.A., 99 A
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It is expected that amounts received by a retir-
ing partner in excess of reasonable compensation, will be
charged to goodwill. Even if the partner retiring receives
an excess in the form of a pension it is still goodwill,
according to the Treasury. V»Tien an incoming partner pays
in excess of book value for his share, the excess is to be
charged to goodwill and it may not be amortized.
The cancellation of the debt of a customer con-
stitutes a capital expenditure . ^
)
In Harris and Company vs, Lucas the payment of
former creditors the balances due them, where the taxpayer
had been discharged under a composition agreement, was held
by the courts to be deductible business expense.
Expenses of business under receivership . In
i
I.T. 2024 it was stated that expenses incurred in carrying
on the bankrupt’s business are deductible, but administra-
tive expenses of the receivership, such as fees paid to
attorney and fees paid to appraisers, are not deductible .
^
Additional compensation allowed the receiver,
under the National Bankruptcy Act, must be considered as
compensation for carrying on the business of the bankrupt
taxpayer and unrelated to the administration of the bank-
rupt estate.
(1) C.B. II 2, 157, I.T. 1828
(2) Harris and Company vs, Lucas, 48 F (2d) 187
(3) I. T. 2024, C. B. III-l, 292
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Salaries
,
wages
,
commissions and similar compen-
sations * The law states that, in computing net income,
there shall be allowed as deductions:
All ordinary and necessary expenses paid or in-
curred during the taxable year in carrying on
any trade or business, including a reasonable
allowance for salaries or other compensation for
personal services actually rendered.
The reasonableness of compensation rests upon
those managing the business rather than on the Treasury.
The factor of importance is good faith.
From the cases passed on by the Board of Tax
Appeals no general rule concerning reasonableness can be
established, but weight is given to such points as
a. Compensation paid by concerns of the same
size in the industry.
b. The relation to stock holdings.
c. The time and manner of fixing the compensation.
d. The ratio to the profits remaining after pay-
ment of the compensation.
Here again it is necessary for the taxpayer to submit proof.
(1) Regulation 86, Section 23
(2) Gray and Company vs. U. S., 35 F (2d) 968
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Bonuses and other special compensation * Bonuses
to employees will constitute allowable deductions from gross
income when such payments are made in good faith and pro-
viding that the total wage does not exceed a reasonable
amount for the services actually rendered.
Educational and welfare outlays for employees .
VThen charitable or altruistic motives are uppermost, the
cost should be entered on the books as gifts or donations.
If the controlling motive is the betterment of the business,
the cost is a business expense.
Pensions to ex-employees and their dependents .
Amounts paid by a taxpayer for pensions to retired employees
or to their fsimilies or to others dependent upon them, or
on account of injuries received by employees, and lump sum
amounts paid or accrued as compensation for injuries are
proper deductions as ordinary and necessary expenses.
Premiums paid by an employer to an insurance com-
pany for past service annuities to employees constitute
additional compensation and are deductible as such provided
that the total does not exceed a reasonable wage for ser-
vices rendered.
(1) Regulations 86, Article 23 (2) -8.
(2) Lihue^s Appeal Two, B.T.A., 740 A.
Gulf, Mobile and Northern Railroad vs. Commissioner,
22 B.T.A., 233 N.A.
(3) Regulations 86, Article 23 (a) -9
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Frequently arrangements are made where stock is
sold to employees in such a way that the company pays part
and the employee pays part. The amount paid by the com-
pany is deductible as a payment for services rendered.
If the arrangement is such that the stock is
sold to an employee for a value below the market, such
difference is considered additional compensation for ser-
vices rendered. As to what year this amount is deductible
depends upon the particular arrangement.
The Treasury will continue to disallow the de-
ductions claimed for compensation paid unless the taxpayer
furnishes it with the names and addresses of the persons
to whom the compensation is paid.^^^
Insurance . The law sets forth^^^ that "in com*-
puting net income no deductions shall in any case be allowed
in respect of premiiuns paid on any life insurance
policy covering the life of any officer or employee, or
any person financially interested in any trade or business
carried on by the taxpayer, when the taxpayer is directly
or indirectly a beneficiary under such policy.”
The foregoing section was held applicable to
payments of premiums by a corporation on Insurance policies
(1) C. B. XIII, 1, 47; Mm 4151
(2) Regulations 86, Section 24 (a)
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covering the lives of its two principal sales agents where
the taxpayer or its subsidiary was the beneficiary. One
of the agents was a stockholder and as such was "clearly a
person financially interested" in the taxpayer’s business.
The other agent was to receive as his compensation a share
of the profits and so was financially interested in the
business .
^
V/here a corporation’s president pledges his life
insurance policies as additional security for the payment
of bonds and the corporation thereafter pays the premiums,
it cannot deduct such payments. The corporation is indirectly
a beneficiary under the policies.
"Group" insurance premiums are deductible because
the proceeds are paid to someone other than the taxpayer.
"Group" insurance premiums are not considered income to
employees.
)
The cost of insuring property not owned but in
which the taxpayer has an insurable interest is deductible
on the ground that an Insurable interest provides for or-
dinary and necessary expense.^®)
(1) Merrimac Hat Corporation vs. Commissioner, 29 B.T.A. 690
(2) Peerless Pattern Company vs. Commissioner, 29 B.T.A. 767
(3) Regulations 86, Article 24-3
(4) Regulations 86, Article 22 (a)-3
(5) Mortenson’s Appeal, 3 B.T.A. 300
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Premi'uins paid on insurance policies taken on
a debtor's liens have been held deductible.
^
This find-
ing also applies when insurance is taken out by a cor-
poration on the life of a guarantor of a debt to the
corporation.
The difference between these premiums and those
on officers or those financially interested is that the
law will not recognize any special condition when the cor-
poration is the beneficiary.
Premiums paid to insurance companies or state
insurance commissions by employers under workmen's com-
pensation laws are deductible. Even if these laws permit
an employer to establish reserves for the purposes of car-
rying the risk himself, such reserves cannot be deducted,
but payments to employees from such reserves are deductible .
^
State banking corporations which are required by
law to set aside certain amounts as a "depositors' guaranty
fund" may deduct such sonounts provided they cease to be
assets of the bank and may be withdrawn upon demand by the
designated state officer to reimburse depositors in insolvent
banks and provided further that no portion of the fund is
returnable to the banking corporation. ^
(1) Dominion National Bank vs. Commissioner, 26 B.T.A. 421 A
(2) C. B. 5, 177, 0. D. 1109
(3) C. E. 5, 118, 0. D. 964
(4) Regulations 86, Article 23 (a) - 12
.'O-i ’-I';:: .1 rt*) ’ ^p *. • Ltrs'i
. ^
^
'.f'T
^
.
-V C r^o-- ieeo ov-ri t.p. 21S ’’'T.icsslj s
- :oc a '-:o r _ :ailjr - £ Co [a -j.-rl
Qif!f c- ' B ir -3 ic Bii j '.c ri' Ij/i*iccr t
. :c.td-£'‘..o w"'XOO
I
?\;ta .» , .»x- ©c©r^f n ‘ o; a-it* *-' . •- "- H
3^ . ;?J . -^IIb ^ 330.." -ic 3 *100 ^';': no |
1
- o f'&.'u ni. ‘.Ci-ln.co - ' -n ; 2 ^.r j r-o'X don 111 'bI
.
/ •- 0 ?''l9a9-i ©Kj c r n- ^
©di<wV' r; ^ £ CO -3C. cnjjcrrx OJ M£ ,
-
..CO ?. V 3"'.'icv; ’rooi.ii ci^v * r:?;^© "Z-J .3noI e'r'tsroo ©ononi/eril |
d'lrrivo ©;»£.' -fd IX n©v . on- .; vf^I *d. j'
’ ^
-'iPO '': -.o;;: :: £;-'q o. d ic"l a©/*ija-'l : ^ :.e,la3 o- r:~, .'nr.r r.n
j
rd:,A‘i --'-5 * ;n . j‘ od u'c T-n ::2cd rs*o oi'Jtoji dos od w-.-.r
I
90 cd yzR&o w ‘Trr fr'''iJ 00 c * Ir 'ir/^
! Q J-: 7 ' r; ciocfsj nwBnof'dI'7 ©<d I'iija y.c/;d cx(d Ic eo3<jr.B
I
g.^ovXosni, '.'1 r- nod J-Sccc'L <?c*i '•: !.' vO. cn 'ic'’. Vilo odxiio 'Od^:. o©i-
si rr::;-, on j '!' .-cidncq .a : ^ •L^r.i'i^r'l bubl’rd^ biXS
I
nc n:o .n.‘V-£d .•.''d cd
I
j ^ _ ^ ^
_
,
( . .
.- n: .rcc ; i 3 *. gidC Ien--''d 9 ii i!c: .I.'-.t*oa ' Z)
\ xuii .. .vri .a .. , (S)
I
.. . .eii . .: .)
j
21 - •«.) oS olo.’dn’ s.oXj^. .:
1
I
c
Payments made by a bank into the temporary Fed-
eral Deposit Insurance Fund may be deducted as a business
expense for the taxable year when the payment is made, ir-
respective of the contingency whereby a part of the pay-
ments may later be returned to the member bank*^^^
Premiums paid by an employee on a fidelity bond
necessary to his employment may be deducted in computing
net income.
Rentals. V/here certain items of leased property
were retired and in lieu of replacing such property the
lessor was reimbursed, such expenditures represent rentals
paid.
^
The taxpayer, a building corporation, took over
two leases by assignment, in order to procure the lessees
as tenants for its own building. The rental paid on the
assigned leases exceeded the rental received by reletting.
The court held that the difference was deductible as a
business expense and refused to uphold the contention that
it was a capital investment, like a commission paid to
procure a new tenant, which would have to be spread over
the life of the tenancy.
(1) C. B. XIII -1, 45; I.T. 2764
(2) T. D. 2090
(3) Atlantic Coast Lines Railroad vs. Commissioner 31 B.T.A.
730 A
(4) 379 Madison Avenue Incorporated vs. Commissioner,
60 F (2d) 68
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Cost of lease may be apportioned as rent. When
a premium is paid to secure a lease, the amount represents
an additional expense of doing business, the effect being
the payment of a higher rent. This item is properly handled
as a deferred asset. Since it represents increased rent,
the rent paid and the proportion of premium are parts of
one item.
^
Assume a corporation issued $100,000 of its
capital stock to pay for a leasehold having thirty-one
years to run. If the value placed on the leasehold was
not excessive, the transaction was the same as if the cor-
poration had sold its stock for cash and had then purchased
the lease for cash. In that event it would have been pro-
per to charge off each year as an expense 1/31 of the amount
paid.
^
"Minimum” royalties in excess of actual production .
A lessee may deduct as an expense the entire amount of royal-
ties paid or accrued during the taxable year, notwithstand-
ing that such payments may exceed the amount of royalties
based upon actual production, provided the lessee acquires
no absolute equity in the unmlned coal.(^) This constitutes
rent.
(1) Baton Coal Company vs. Commissioner, 51 P (2d) 469
cert. den. 284 U. S. 674
(2) Federal Income Tax Handbook , Montgomery, 1935-36, p. 416
(3) Jamison Coal and Coke Com.pany vs. Commissioner, 24 B.T.A.
554 N.A. affd 67 P (2d) 342
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The Board of Tax Appeals allov/ed as ordinary and
necessary expenses amounts expended for advertising pur-
poses to defeat legislation which might he reasonably ex-
pected to injure the petitioner’s business. These expen-
ditures were for public advertising and employment of speak-
ers to influence opinion and avert the enactment of pro-
posed legislation.^^)
Contributions to state and county campaign funds
were held to be non-deductible as business expenses, even
though the petitioner was a candidate for the office of
United States Senator.
Trading stamps are considered a business expense
when computing income from sales with which stamps or cou-
pons are issued. The taxpayer is allowed to deduct there-
from. only the value of the stamps or coupons issued during
the taxable year which it is estimated will eventually be
redeemed. Such estimate is to be based on past experience
of the taxpayer and others engaged in similar business.' '
This really means that the law can be construed to permit
a reserve when it serves the Treasury’s purpose.
Of a somewhat similar nature to trading stamps are
premiums or prizes given for advertising purposes by business
(1) Sunset Scavenger Com.pany, Inc. vs. Commissioner, 31
B.T.A. 758
(2) David A. Read vs. Commissioner, 281 U.S. 699
(3) Regulations 86, Article X, 42-5
(4) Montgomery’s Federal Income Tax Handbook , 1935-1936
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houses. It is held that a restaurant may deduct the cost
of an automobile given to the holder of a ticket bearing
a certain number.
Contributions paid to a corporation organized to
attract business to a community and improve business con-
( 2 )ditions are deductible.' '
The taxpayer and a predecessor corporation had
infringed certain patents. After litigation, the taxpayer
settled all claims against its predecessor and Itself. It
was held that the payments for infringement by the tax-
payer were deductible, while those for infringement by the
predecessor corporation were a capital expenditure .
^
Payments made in settlement of a claim for which
there is no legal liability are not deductible .
^
Deductions for probable but uncertain expenses
in general are of a doubtful value. The question arises
first because of shifting of positions by the Treasury De-
partment and the Board, and secondly, because reserves are
not deductible. Where a liability is existent, good ac-
counting dictates the provision of a reserve, but the Board
claims that because the amounts are not precise there is
(1) C. B. II-l, 83; I. T. 1667
(2) The Hub, Inc. vs. Commissioner, 68 F (2d) 349
aff’g 26 B.T.A. 1201 N.A.
(3) Watah Paper Co. vs. Commissioner. 27 B.T.A. 488 N.A.
(4) vVhlte vs. Commissioner, 61 F (2d) 726
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no legal right of deduction. An old accounting rule comes
to bear on this point that indefinite incomes should be
estimated at a minimum while indefinite liabilities should
be estimated at a maximum.
The Supreme Court of the United States has upheld
the duty of the taxpayer to include undetermined income.
It seems reasonable that the decision would hold true of
expenses, but it is rather uncertain.
Attorney* s fees . In general, it may be said that
the determination as to whether or not these fees are de-
ductible depends upon the m.atter concerning which the ser-
vice was rendered.
Some of the situations where such expenses were
disallowed are those having to do with trusts, rights to
royalties, actions before the Federal Trade Commission, and
prosecution of a suit for slander.
Some of the situations where attorney’s fees were
allowed as deductible expenses pertain to street assessments,
sale of property of corporation, defending a civil suit for
professional malpractice, defending a law partner’s suit,
recovery of war risk insurance premiums.
Generally stated, the same principle holds true
with regard to accountants’ fees.
(1) Continental Tie and Lumber Company vs. U.S., 286 U.S. 290
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stock exchange membership fees represent capital
additions and are neither deductible by the member nor
taxable as Income to the exchange.
Under this title the accountant will need to ob-
serve the law carefully. Vftiat might appear to him as a
perfectly good profit and loss item mJLght not be so looked
upon by the Board and/or the courts.
An Interesting feature is the fact that the Board
will not allow the deduction of organization charges as an
ordinary and necessary expense unless the charter is for a
definite length of time, in which case an aliquot part of
it may be deducted for each year.
A question arises in the case of expense incurred
in selling capital stock. Neither the Board nor the courts
consider this a deductible item, yet from the accounting
point of view ordinary expense in securing capital should
not be capitalized.
There are several other detailed exceptions to the
usual accounting procedure, such as the special handling of
attorney’s fees, but the bulk of the procedure hinges on
good accounting practice.
(1) C. B. VII-1, 120, General Counsel’s Memoranda 4015
liiioc.'-riiQ'i qtdc'XO<&rc;ft o^ 3 ^oki»
Tccrr TcooV’-^rf Oifcf eldi:fo:rb^b 'texl^Ien otji beta aaol-tUbba
f r
•
'
.9 /ijor.oxo erief ojf « :io?>nl djb «XciB::!ia;f
-tfo ocf IX2w ^fl.o;tGi:;coo« ©ISl^ a.trit -L^b.^V '' '
" a e.a 'ttlxl *iBeqqj? ^ilgirs '.ral 6^^c^ avxee
P)a>fooI '3 od uon drC3'...f aeoX vii.s dX*lo*iq {>003 '^f^oo'-'raq
. BdiJLfoo erfe^ noXfwiB ftiaoH an^ 'r<S aoqsj
i ^ 3rit ^cbI axW at a*ix/Xaal ^nt:if?LQ*iaiiil tiA
ra »js a>^tr^':afio n' l + as InB^io ‘io ucliox/baft ©ri^ woCXa do« XXXw
a 'to‘1 ai 'laifiAflo a/Xd tteeXnxr aaneqx© '{^'xBaaeo.arx JEwaa t^anXJbio
'lo ^^o^^pXXB aa ©8«o rtoXrf’r/ ni lOiCi^ lo xi^^jcial o;#XnXl©I>
.ia©T fioea ^ol bedoji/beb acf
3e’;*xio.TLt senaqixe lo d«ao eiitt nl a& 3 x'ia rtolSaei/p A
3d‘'i:/cc efii vLon biacH orfX qoriXl©>r5 .jfooefa XaXXqao 311'XXoc ni
jrild T;r''ooa ©rfX jao'il <toj tndcfi © Io'X;to.«/?)©£> » clrfX *x©5Jtaaoo
bX'.rc.ie la^tqac ^iaX'ivJoae aX asjiac£;s.a •^'laat.b^io watv lo ^aloq
.bssIlBiXqao ad :toct
arid od aacidcraoxe belladtb q©/;d'0 laiov&a aia ©• orPT
lo 3 iBioeqe arid ea rioj/e * a*ixrnooo;iq gcric^aircooB Xaaau
no eaa.zld ©*rj/f;©oo*rq add lo 3<Xr;cf arti dtrd
. ooXjoB*iq 3nl^tax/--'OOB ^003
dlOh- abtiaion&h^ a' iQznticO XB^sriaO ,OSX ,X-IIV .3 . ;>
HI
.V
(X)
CHAPTER VI
DIVIDENDS
y^at Is A Dividend
Law: Section 115 (a) "The term * dividend' when
used in this title, (except in Section 203 (a) (4) and
Section 207 (c) (1) relating to insurance companies) means
any distribution made by a corporation to its shareholders
whether in money or in other property, out of its earnings
or profits accumulated after February 28, 1913.”^^^
Section 801 (a-2) defines the term "corporation”
as including associations, joint stock companies, and in-
surance companies •
)
Interest or Dividend
An issue of stock carrying a guarantee of pay-
ments secured by a mortgage on all assets of the issuing
corporation was held to constitute an evidence of indebted-
ness rather than a stock certificate and periodic payments
to stockholders were interest, not dividends, and deductible.
A corporation organized prior to March 1, 1913,
and having on hand earnings and profits accumulated prior
to that date, sustained a net loss in 1927, followed by
earnings in 1928. It made distributions to its stockholders
(1) Montgomery's Federal Income Tax Handbook, 1936, p. 303
(2) Ibid
(3) Richmond, Fredericksburg & Potomac R.R. Co. (33 B.T.A.
p. 896)
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during 1928 In an sunount less than its earnings for that
year. It was held that net income is not to be confused
with accumulated earnings available for distribution, and
current earnings are not required first to replace prior
year * s net loss before being available for distribution.
Congress provided in the law that "every distri-
bution is made out of earnings or profits, and from the most
recently accumulated earnings or profits, to the extent of
such earnings or profits accumulated since February 28,
1913.
Vi/here a dividend was fully and unqualifiedly
available to taxpayer in tax year, subject only to his de-
mand therefor, it was held to be constructively received
in that year.^^^
The rule of constructive receipt is a common one
in accounting and the above statement is a reference to a
concrete instance where the courts and the practice of ac-
countancy coincide.
Taxpayer and his wife owned corporate stock as
tenants by the entirety on which dividends were paid in tax
year. It was held that in the absence of sin agreement for
the division of the dividends, the husband is taxable upon
one-half thereof.
(1) R. M. Weyerhouser vs. Commissioner, 33 B.T.A., p. 594
(2) A. D. Saenger, Incorporated vs. Commissioner, 33 B.T.A.
p. 135
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The situation was that all of the dividends were
reported on the wife's return whereas the Commissioner
rightly maintained that half should have been reported by
the husband.
An amount which had its source in a dividend dis-
tribution on stock held in escrow and which, together with
the stock, was paid as a fee to a law firm upon the success-
ful termination of litigation concerning title to the stock.
It was held that such sunount was received by the firm as
compensation for services and not as a dividend.
If this stock had reached the hands of the mem-
bers of the firm, the amount paid would have been considered
dividends. The amount was first received by the escrow hold-
ers and later turned over as part of compensation.
V/lthdrawals from a corporation by its sole stock-
holder to the extent of his credit balance, without declara-
tion of dividend by the corporation, were held to be divi-
dends and advances made by him to the corporation in sub-
sequent years were not payments on loans or security for
loans to hlm.(^)
In this case the petitioner aided his own defeat
by failing to keep proper records, both financial and others.
(1) Daniel Upthegrove vs. Commissioner, 33 B.T.A., p. 925
(2) Charles M. Thorpe, Jr. vs. Commissioner, 32 B.T.A., p. 767
(3) M. Jackson Crispin vs. Commissioner, 32 B.T.A., p. 151
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There was no record of any loan or interest or payment of
dividends. The facts were definitely established that he
was not in business to loan money and that according to
the corporate charter it had no right to lend money.
A taxpayer was the sole stockholder of Gurhich,
owned all the preferred and two-thirds of the common stock
of Z. The remaining third of the common was owned by D.
The tSLxpayer and D were indebted to Z, the former being sol-
vent and the latter insolvent. Z was also insolvent and
its indebtedness to G was substantially in excess of the
value of the assets. Z cancelled the indebtedness of taxpayer
and D. It was held that the cancelled indebtedness had the
effect of the payment of a dividend by G to the tsocpayer .
^
This case revolves around the fact that the tax-
payer's own company pays him a dividend by allowing a sub-
sidiary corporation to cancel the taxpayer's debt to it.
The Commissioner, in computing corporate surplus
available for dividends, has applied losses against exist-
ing surplus to the extent of that surplus and applied the
rest of the loss to the undi stributed reserve for depletion .
The net earnings of later years were treated as surplus
without restoring the reserve. The petitioner claims that
the reserve should be replaced before any profits are available
(1) Addison H. Gibson vs. Commissioner, 32 B.T.A., p. 836
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for dividends. The reserve actually is merely appreciation
in value which was held by the court to be available for
dividends and the payment did constitute a dividend and not
a distribution of capital.
This was a surplus reserve set aside from
earnings
•
Stock Dividend Carrying Exclusive Rights To Assets
A dividend declared upon common stock payable out
of authorized and unissued, preferred stock was held not to
be a stock dividend where distributers had previously not
owned any of the preferred stock; upon receipt thereof they
acquired Increased rights as to future dividends, and in
the corporate assets, because under the terms of the pre-
ferred stock issue, distribution of assets upon liquidation
was limited to holders of preferred stock.
There was a great deal of discussion on this case
but most of it concerned the taxability of the distribution
rather than the accounting involved.
Prom the accountant’s standpoint it seems to me
that this is a strange agreement whereby the right to assets
upon liquidation is distributed very much like a dividend
on common stock. This might easily lead to the distribution
of rights to assets which do not exist.
(1) Margaret P. Daly vs. Commissioner, 32 B.T.A., p. 965
(2) H. C. Gowran vs. Commissioner, 32 B.T.A., p. 820
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V/here a corporation’s charter was cancelled by
reason of failure to pay franch! se tax, but was later re-
instated by payment thereof, and during the period of sus-
pension, the corporation continued to operate in the same
manner and form as theretofore, it was held that there was
no dissolution or liquidation, and the Commissioner erred
in taxing the net worth of the business to stockholders as
a liquidating dividend. (1)
Dividends are deemed payable from the most recently
accumulated earnings and it was the contention of a taxpayer
that such earnings should first be applied against losses
sustained in earlier years, so as to leave available for
payment of dividends only the surplus existing March 1, 1913.
This contention is rejected.
A corporation dividend declared and payable in
one year
,
check for which was mailed in same year but not
received by stockholder on cash basis until the following
year, is income for the year in which payable—the earlier
year.
^
The particular purpose for which a subsidiary
corporation was foimied has been accom.pllshed and there was
no further need for its existence as a separate entity.
(1) Calvin Zimmerman & Wife vs. Commissioner, 31 B.T.A., p* 754
(2) Helvering vs. Canfield, 291 U.S. 193 followed R. S. Farrell,
30 B.T.A., p. 627
(3) Frederick S. Peck vs. Commissioner, 29 B.T.A., p. 872
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It was held that distribution of its assets constituted
liquidation although the subsidiary was not formally
dissolved .
^
In this case the petitioner a>ught to have re-
turns filed on a consolidated basis under a New York Sta-
tute whereas the respondent felt that the Federal Statute
should be the basis for judgment, to which justice agreed.
The dividend of the subsidiary was considered one in
liquidation.
It should be kept in mind that, though in the
financial records of an organization . a distribution may
be called a dividend, this does not arbitrarily make such
distribution a dividend. It is also true that what may
not be Intended for a dividend will be Interpreted as such
by the Commissioner. An example might be the cancellation
of indebtedness.
(1) Frelmort Realty Corp. vs. Commissioner, 29 B.T.A., p. 181
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CHAPTER VII
ACCOUNTING METHODS
Some Rulings of the Board of Tax Appeals
Covering Proper Accounting Methods
Royalties received In excess of royalties on pro-
duction under minimum requirements are tsixable Income when
received even though at some future time the excess may be
applied to production above minimum requirements or the
taxpayer may be required to pay the excess In the event
that the field will not produce the minimum requirement .
^
In other words. It makes no difference as to any
agreement between parties as to how Income may be accounted
for. It Is tsixable In entirety when received.
Income put In trust . A taxpayer sold stock In
the tax year, receiving full payment for it, but In accord-
ance with the terms of sale deposited part of the proceeds
In the bank to insure his fulfillment of certain teirnis of
agreement. It was held that the entire amount is Income
for the year in which received.
This case bears out the principle of handling In-
come shown In the preceding case. It makes no difference
(1) Crosset Timber and Development Company vs. Commissioner,
29 B.T.A., p. 705
(2) Blaine 1. Stoner vs. Commissioner, 29 B.T.A., p. 46
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how an organization chooses to spread its Income on its own
books; the law requires that it all be considered income
when received.
The present case centers around accoimting for
commissions on sales of realty on deferred payments. Sales
commissions were held as properly treated as a deductible
business expense for the year in which paid rather than as
a reduction of either the selling price of, or the initial
payment on, the lots.^^^
Commissions on estimated basis . A collection
agency was entitled to commissions on payments made by debtors
direct to clients, as well as on collections made by it.
The agency retained its collections until the client re-
ported receipts directly received, but in estimating earned
commissions for income tax purposes, the agency omitted com-
missions earned on accounts collected by clients directly.
It was held to be inaccurate, whereupon the court upheld
the commissioner’s average for the previous five-year period.
In accounting for recoveries on accounts receiv-
able purchased for cash, the aggregate value of numerous
accounts receivable purchased for a lump sum may not be re-
garded as a single asset, the gain or loss remaining in sus-
pense until the entire cash is recovered.' ^
(1) The Highlands Trust #1546, 32 B.T.A., p, 760
(2) National Adjusting Association vs. Commissioner, 32 B.T.A.,
p. 314
(3) 0. H. Himelick vs. Commissioner, 32 B.T.A., 792
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In determining a gain or loss on recoveries it
was held proper to use the ratio of total cost to total
face value*
This may he compared to the percentage of gross
profit method of treating instalment payments.
An award by a court received in the tax year,
held properly included as income for the year of receipt,
was claimed by a tsixpayer to represent payment for work
performed under a long term contract which was earned in a
prior year. The taxpayer’s claim that its inclusion in the
return for the present tax year was erroneous was rejected.
Erroneous accruals . Here is a case involving
the inclusion in income by the Commissioner of credit bal-
ances consisting of items accrued on books six years or
more prior to the tax year as liabilities for various items
approved, where evidence does not disclose that such items
represented true accounts payable or claims asserted against
the petitioner in the years book entries were made.^^^
This is a very interesting case in that several
points are Involved. One is that it shows what may happen
to a summary or catch-all account. It was carried for nearly
fourteen years and finally ended up with a credit balance
(1) Herman J. Sternberg, 32 B.T.A., p. 1039
(2) North American Coal Company vs. Commissioner, 32 B.T.A.,
p. 535
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due to a large number of unclaimed liabilities entered in
the account. Therefore, the account was considered as an
account payable.
In this particular state, Ohio, the Statute of
Limitations calls for six years. As a result of this and
also a ruling from which we quote, "when a reserve or
liability account, properly created in an earlier year, has
ceased to be a true liability or reserve in a later year,
it should be reversed and the amount thereof should be added
to the income of the year when reversed,"
It is interesting to note the United States
Supreme Courtis attitude on the subject of accounting,
^
It was stated that books of account "are no more than evi-
dential, being neither indlspensible nor conclusive. The
decision must rest on the actual facts,"
A taxpayer on the accrual basis may not be charged
with income which has accrued if there is good reason to
believe that the Income cannot be collected,
^
In this case the company owing the money was in-
solvent, Vvliile an excess of liabilities over assets does
not necessarily mean permanent insolvency, the facts were
sufficient to show that probably the income would never be
collected.
(1) Great Northern Railway Co, vs. Lynch, 292 Fed,, p, 903
(2) Doyle vs, Mitchell Brothers Co,, 247 U.S. 179
(3) American Fork and Hoe vs. Commissioner, 33 B.T.A., p. 1139
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Book entries made in one year cannot be made ap-
plicable to the preceding year to support a loss deduction
where there is no evidence as to when the books for the
earlier year were closed so that the later entry could be
regarded as a delayed incident of annual closing of books.
This case brings in the situation where bonds are
written down at the direction of a national bank examiner.
One might inquire as to whether or not such a direction
makes the write-down a per se deductible item on the return.
The Board maintains, relying on a recent case,^^^
that unless such direction complies with the Revenue Act of
1928, in this case, the write-down is not deductible.
Where evidence established that the taxpayer's
business was such that the inventory system of keeping books
and making returns did not clearly reflect income and where
the tsucpayer, upon orders from the field examiner and the
revenue agent in charge, changed to the cash basis, it was
held that the Commissioner's refusal to consent to the change
was unreasonable and arbitrary and returns filed should be
accepted.
^
This issue brings up the question as to whether
or not the taxpayer may change his basis of reporting income
without the express permission of the Commissioner.
(1) Citizens National Bank of Orange vs. Commissioner, 33
B.T.A., p. 758
(2) Second National Bank of Philadelphia vs. Commissioner,
33 B.T.A., p. 750
(3) Reynolds Cattle Company vs. Commissioner, 31 B.T.A.,
p. 206
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The Board expresses its view in the following
statement. "The primary purpose of the statute is to tax
income and the computation must he made with this in view.
To this end the Commissioner is authorized to approve any
change in the method of computation, but his authority does
not extend to the use of any method that does not clearly
reflect income and he may not so’bitrarily require the use
of such method.
A taxpayer on the accrual basis may not defer re-
porting income actually received because it was not earned
(o)
and therefore not an accruable item on his books.' '
The Board made its decision on the theory that
the taxpayer had absolute right to the money. "It was under
no restriction contractual or otherwise as to its disposi-
tion, use or enjoyment
)
Prom this and other cases it may be stated rather
definitely that income is to be included for tax purposes
regardless of the time of earning.
There are some very good points in this chapter,
among which is the treatment by the Board of summary or
catch-all accounts. Some accountants, particularly those
(1) Reynolds Cattle Co. vs. Commissioner, 31 B.T.A., p. 209
(2) C. H. Mead Coal Company vs. Commissioner, 31 B.T.A.,
p. 190.
(3) Brown vs. Helvering, 291 tJ.S. 193
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in private practice, I believe, are tempted to use such
accounts to get rid of troublesome items. The Board of
Tax Appeals forces the analysis of such accounts or else
it is very apt to consider those having credit balances
as income items.
On the other hand, there is the question of
deferred credits to income. This seems contrary to good
accounting practice. Both the courts and the Board recog-
nize the accrual method of keeping records, yet they will
not recognize a deferred credit to income. The reason for
the variance with the accepted methods of accounting is
not explained by those authorities.
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CHAPTER VIII
GAINS AND LOSSES FROM SALE
OR EXCHANGE OP PROPERTY
Fair market value . The fair market price or value
of stock at a particular time is a question of fact, to be
determined from all the circumstances. Market price implies
the existence of a market, of supply and demand, of sellers
and buyers. Sales are always evidence of a market price,
but the statute requires that, in “ascertaining the gain
derived from a sale'*, there must be not simply a “market
price”, but a “fair market price".
The court said, with reference to the determina-
tion of value, that the taxpayer should be at liberty to
consider what is likely to happen in the future, as well as
(2 )in the present situation.' ^
The necessity that the buyer and seller be will-
ing parties may be taken for granted or otherwise the re-
quirement of “fair" market value would not be met.^^^
"While the opinions of experts are competent and
often very helpful, such evidence is not considered bind-
ing upon the tribunal before which it is produced, at least
(1) Heiner vs. Crosby, 24 P (2d) 191
(2) 379 Madison Ave. Inc. vs. Commissioner, 60 P (2d) 68
(3) Tax-Penn Oil Co. vs. Commissioner, 28 B.T.A., 917
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not to the extent that such tribunal is bound to follow it
if contrary to the best judgment of its members.
In the absence of any sales of corporate stock
around the basic date, and in the absence of any value of
the stock of a subsidiary corporation, the value of the un-
derlying assets of the corporation or of its subsidiary will
be taken as a factor in determining the fair market value
of the stock of the parent corporation.
^
The petitioner's sole argument before us is that
the prices at which small amounts of the stock were sold
on the day of the decedent’s death are not indicative of
the fair market value of the large block of the stock owned
by the estate, for the reason that an attempt to dispose of
such large holdings would greatly depress the market,
It frequently happens that the ownership of a large block
of stock controls the management and policies of the cor-
poration and that fact effects a great enhancement of value
of the total holdings over that of smaller units. Conse-
quently, the disclosure of the fact that the respondent’s
valuation is based upon sales price of but a few shares is
not sufficient to prove it erroneous.
^
However, it was held that stock exchange prices
"at the peak of the stock inflation" are not conclusive as
(1) Thomas H. Tracy vs. Commissioner, 53 P (2d) 575
(2) McEwan et al vs. Commissioner, 26 B.T.A., 727 A
(3) Kier and McIntosh vs. Commissioner, 28 B.T.A., 633
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to the "fair real value" and such value was determined from
expert testimony .
^
The Board held that volume of sales was not suf-
ficient to establish a fair market price where the stock
was not listed.
Some times there is a question as to when a sale
or exchange actually takes place. The broker, acting on
the taxpayer's instructions, sold certain shares of stock
on December 50, 1930. The certificates were inadvertently
withheld by the taxpayer until January 5, 1931. The Board
held that deduction of the loss was justified in 1930. The
failure to deliver did not affect the certainty of loss.^^^
The placing of property in escrow until payment
is made is not a closed transaction and there is no deduc-
tible loss unless and until the property is delivered or
made available to the purchaser .
^
The distinction made between cases where the ven-
dor does and does not retain legal title is questionable.
If the property is worth less when repossessed than v/hen
sold, even though the shrinkage in value is not due to
statutory depreciation or obsolescence, the shrinkage shotild
be recognized in determining ajiy gain from repossession.
(1) Rogers vs. Strong, 72 P (2d) 455 (Federal Reports by
groups of states)
(2) Rogers vs. Commissioner, 31 EB.T.A. 994
(3) Appleby vs. Commissioner, 31 B.T.A. 533
(4) Weis vs. Commissioner, 13 B.T.A. 1285 A
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The retention of legal title does not prevent the original
sale from being treated as a closed taxable transaction;
it should not prevent the repossession from being treated
as an exchange.
In the case of a sale on the instalment plan v;hen
title had not passed and the property was repossessed, the
Board sustained the regulations £uid gave no consideration
to the shrinkage in the fair market value of the property.
This seems hardly fair to the vendor where an
actual change in the fair market value can be shown.
In a sale of property by a corporation to a
majority stockholder for one-third of its stipulated value,
the court sustained the Board in holding the regulation to
be invalid. The court, following Taplin vs. Commissioner ,
^
held that under the Supreme Court’s definition of Income
there was no "gain derived from capital" or "profit gained
through a sale or conversion of capital assets". The court
conceded that a transaction might take the form of a sale
and represent a distribution, but indicated that in the
absence of fraud or ulterior motive no income could be de-
rived from a purchase.
(1) Heldt vs. Commissioner, 16 B.T.A. 1035
(2) Boca Ratone Co. vs. Commissioner, 31 B.T.A. 1060
(3) Montgomery’s Fede ral Incom.e Tax Handbook, 1935-36, p. 156
(4) Taplin vs. Commissioner, 41 F (2d) 454
(5) Commissioner vs. Van Vorst, 59 P (2d) 677
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The Board held the difference between the price
of acquisition and the market value to be additional com-
pensation when the evidence supported that conclusion.
Specific exceptions. For an exchange to fall
under the above provision of the statute;
1. There must be an exchange and not a sale.
2. The property must be held for productive
use in the business or for investment.
3. The property cannot be held primarily for
sale
.
4. The exchange must be for property of like
kind.
)
If a broker is Instructed to sell one piece of
property and purchase another with the proceeds, the tran-
saction is a sale and not an exchange. There must be
reciprocal transfer of property for property.' '
A personal residence may or may not be held for
Investment according to the facts. If the taxpayer occu-
pies the residence, then there is a natural Inference that
it is held for use rather than investment, but this infer-
ence may be overcome if a taxpayer can prove that he ac-
tually acquired the residence as an investment and occupied
(1) Erskine vs. Commissioner, 26 B.T.A. 147
(2) Montgomery’s Federal Income Tax Handbook , 1935-36, p. 158
(3) Detroit Egg Biscuit, etc., Co. vs. Commissioner, 9 B.T.A.
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it temporarily merely to enhance its salability. Even
though a residence was originally acquired for personal use,
if it is subsequently rented as an investment property, it
is held for investment.
^
Just as a dealer in securities may hold particu-
lar securities for investment, there is no reason why a
dealer in real estate may not hold particular parcels for
investm.ent. ^
Since the Treasury does not permit dealers in
real estate to inventory, it might be argued that all real
estate should, therefore, be treated as held for investment,
but the Board has held to the contrary in connection with
capital gain provisions.
In the case of trade-ins, it is now the position
of both the Treasury and the Board that when a business
asset such as an auto, truck, or m.achine, is traded in for
a new one with a cash payment, no gain or loss is recognized.
When a loss is to be incurred in a trade-in the
deduction of the loss can be taken if the old article is
sold to the dealer or manufacturer for a stipulated price
instead of being exchanged.
(1) Heiner vs. Tindle, 276 U.S. 582
(2) Laughborough Development Corp. vs. Commissioner,
29 B.T.A. 95A
(3) Welch vs. Commissioner, 19 B.T.A. 594
(4) Hartman Co. vs. Commissioner, 20 B.T.A. 302 A
(5) Montgomery's Federal Income Tax Handbook , 1935-36,
pp. 159-160
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As to ordinary promissory notes the situation is
not clear. It is likely that the courts will consider all
aspects of a transaction in deciding whether promissory
notes should be considered as securities in a particular
case; that is, whether all the facts indicate that a sale
occurred and that the notes merely represent the purchase
price or whether there was a bona fide exchange and the note
represent part of the property received in exchange.
In one case a corporation transferred all assets
to another corporation for cash and notes. The Supreme
Court referred to the notes thus:
These notes mere evidence of obligation to pay
the purchase price were not securities within
the intendment of the act. (2)
With the present status of cases, taxpayers may
expect the Treasury to rule that promissory notes
are or are not securities, according to v;hich re-
sults in the greater tax.^^^
Meaning of "control*' . It is peculiar that in the
case of non-voting stock the law refers to 80^ of the num-
ber of shares whereas in the c^ae of voting stock it refers
to 80^ of the stock. When there is more than one class of
(1) Montgomery’s Federal Income Tax Handbook
,
1935-36
(2) Plnellos Ice and Cold Storage Co. vs. Commissioner,
287 U.S. 462
(3) Montgomery’s Federal Income Tax Handbook, 1935-36
lXs ^ia*:[acioc XXiw aditroo arid darfd" '^Xsatll si dl .xooXo ioa
v'tcec ^•''0'r':: ‘loridKCT? ni aoidOJMini’.'xd s lo adoec'SB
i-'jlx.fo ld‘2j9q B nl aQldlauoos »xj btj'ie^lanoo «d J5>Xj7oda 8©don
aXtis B edaDlsaX ad?«i erid XXb aoddfidw ^ei ds/id j3Sbo
©xfd dneas'iqs'i "^Xe*ieia sodon ©dd dmld f)na fia'i-iuooo
R3do»j or>'+ fctxus of>la snod b bbw sTredd 'i©'{d3dw *io eoliq
^
. a^BiXox© nd b&vleoei Y^'iaqo'iq oild lo di^q dnaes'tqei
sdeeaa XXu Jb©'X'-is‘i enaid cio ' dadoartoo a osbo ono nl
^
©'.iQTot.rS 0dT .B;>don bfiB daBo *101 coldfeiocnoo 'leridona od
:sff£ld aedon erfd od .>0*i‘ia'l©‘i dn:uoO
cd rroidjB^lIcfo 'io eoneblvo ©at’' s®don dboKT
:TidJ di<* coidX'ic^oas doct ©'iov eojt*iq OQBno'Zuc end
si:d Io ino^aB:ial erid
a'fc^Bq'rsd ,86rbo do ex/dade dnead'iq orfd ddXV.'
sddcin •^'^'oaaliao'iq di};Id ©I'.rT: od vif/eaei'T* crfd do«qx3
-f*i r:oJLrf'.Y od TinibrroooB , seXdXic^oos don to -jIb
'^^.rjsd ladBeT^ ©rfd nl sdXire
oiiJ nf dsrfi 'lalXnooc el dl . ’^ Xondnoo*^ ^
-.urn ©rid lo cOS od waX ©rid jfooda 3nldov-ncfr lo ©aao
anslon dl dofids liiTldcv to ss^o orfd nl aaat&ci^ aetaxiB lo nod
lo aBBlo ©no fiBfiS s’xoai el s'le/ld necCi .rfocda ©Btd lo ^08 od
. \oo4f)nAF e.joonl lon©.^© : © 'xi^'f^osdnoK ( X)
.
le ioleaX'^^ .ev . oO jb-foO hns ©si aoIXenl^ (2)
C:d> .8. IT V82
9*.'-8gvE
,
j^ootfbrfall 3raoonl lBn©Jb©'‘i 3 ’x^o.*r ^.dnc'f '.5)
voting stock this raises a question as to what constitutes
80^ of the stock, since the two classes may be of different
par value, or one class may be of no par value, the number
of votes per share may be different, etc. There are no
decisions interpreting this provision. In arranging tran-
sactions under this subsection, the only safe policy is
to be sure that, with respect to the voting stock, the
transferor has S0% of the number of shares, Q0% of the vot-
ing power, Sind also Q0% interest in the corporation repre-
sented by the voting stock.
Meaning of ^immediately after the exchange
”
.
The criterion is whether the subsequent disposition of the
stock was the result of an Independent contract or in ful-
fillment of the contract which gave rise to the new
corporation.
^
On the other hand, property was transferred to
a corporation by Individuals and on the same day, as part
of one plan and apparently in accordance with the terms of
a contract, the corporation issued stock to another cor-
poration so that at the end of the day the Individuals were
not in control with the meaning of the law. The Treasury
held that the individuals were not in control immediately
(1) Montgomery’s Federal Income Tax Handbook , 1955-36
,
p. 165
(2) Hazeltine vs. Commissioner, 32 B.T.A. 4 N.A.
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after transfer but this decision was reversed by the Board.
The Board said; "The fact that this control was soon re-
linquished does not negative the import of the statute,
the requirement of which is fulfilled when the transferor
is in control immediately after the exchange
Meaning of " substantially in proportion to his
interests " . When parties are dealing at arm’s length, and
agree among themselves as to the value of the properties,
there is a natural presumption that the securities are is-
sued in proportion to the interest of each in the property.
The Board followed this prestimption and disregarded the
values at which the properties were placed on the books of
the new company by the accountants .
^
However, the stock may be issued disproportionately
because of considerations other than the value of the pro-
perty. For example, one individual received more stock than
he would have been entitled to on the basis of property
contributed because of his greater experience in the business. (3)
Identification of proceeds with expenditures . The
Board held that though it is not necessary to earmark the
money received. Section 112 F is not complied with if the
money is spent for some other purpose sind different funds
are used to acquire similar property.
(1) C. B. X - 1, 215
(2) General Outdoor Advertising Co. vs. Commissioner,
32 B.T.A. 1011
(3) Record Petroleum Co. vs. Commissioner, 32 B.T.A.
,
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(4) Frischkorn Development Co. vs. Commissioner, 30 B.T.A. 8 A
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The taxpayer ' s steamship was siink in 1917 and
in the same year the excess of the insurance recovered over
cost was reported as income. Subsequently in 1928, an
award of the difference between the fair market value at
the time of loss and the insurance received was made. Be-
fore the award was paid, the taxpayer contracted to pur-
chase assets similar in use. It was stipulated that the
taxpayer intended to apply all sums to be received on ac-
count of the award toward the construction of the new
assets and the amounts were so applied. on the taxpayer’s
books. The Board held that this was not sufficient proof
of the application of the av;ard to the construction of the
ships, but this decision was reversed by the Circuit Court
of Appeals.
When the front portion of real estate parcels
was condemned for street widening and the city withheld
from the award an amount representing an assessment for
supposed benefit to the rear portions of the real estate,
the amount so withheld was allowed to be added to the
basis of the entire property in determining the taxable
profit from the condemnation award and likewise was con-
sidered part of the sale price. ^2)
(1) Wilmore Steamship Co. vs. Commissioner, 30 B.T.A. 866
(2) Carrano vs. Commissioner, 70 F (2d) 319
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Distinction between a merp;er and a consolidation .
As applied to corporations, the terms "merger" and "con-
solidation" have well-known legal meanings. ?ihile the re-
sult is practically the same in either event there is this
difference. In a merger one corporation absorbs the other
and remains in existence, while the other is dissolved.
In a consolidation a new corporation is created and the con-
solidated corporations are exting-uished . In either event
the resulting corporation acquires all the property, rights
and franchises of the dissolved corporations and their
stockholders become its stockholders .
)
Acquisition of substantig-ly all the properties .
In one case it was held that 91-g^ was "substantially all"
and it is further of interest that the court computed the
percentage on the net assets rather than on the gross
assets.
^
In the author’s opinion, the nature of the pro-
perties transferred and the properties retained should be
considered in determining whether there is a transfer of
"substantMly all". If a corporation transfers all of its
plant, inventories and goodwill, etc. and retains notes,
accounts receivable, cash, etc., "substantially all" might
properly be placed at a lower percentage than if the cor-
poration retained part of its plant or business.
(1) Pinellas Ice and Cold Storage Co. vs. Commissioner,
57 P (2d) 188
(2) Cortland Specialty Co. et al. vs. Commissioner,
60 F (2d) 937
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V(hen a corporation attempted to bring an exchange
within the reorganization definition by transferring all
its assets and then receiving back accounts and bills re-
ceivable amounting to about 32^ of the assets, the Board
properly held that there was not in fact a transfer of sub-
stantially all the properties .
)
Taxpayer* s purpose as affecting reorganization .
It is earnestly contended on behalf of the taxpayer that
since every element required by the foregoing subdivision
is to be found in what was done, a statutory reorganization
was effected; and that the motion of the tsuxpayer thereby
to escape payment of a tsLx will not alter the result to make
unlawful what the statute allows. It is quite true that if
a reorganization in reality is effected within the meaning
of subdivision (B), the ulterior purpose mentioned will be
disregarded. The legal right of a taxpayer to decrease the
amount of what otherwise would be his taxes, or altogether
avoid them by means which the law permits, cannot be doubted.
But the question for determination is whether what was done,
apart from the tax motive, was the thing which the statute
intended. The reasoning of the court below in justification
of a negative sinsv/er leaves little to be said.
(1) Arctic Ice Machine Co. vs. Commissioner, 23 B.T.A. 1222
(2) Jones vs. Helvering, 71 F (2d) 214, 217
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vVhen subdivision (B) speaks of a transfer of assets
by one corporation to another, it means a transfer made "in
pursuance of a plan of reorganization" of corporate business;
and not a transfer of assets by one corporation to another
in pursuance of a plan having no relation to the business
of either, as plainly is the case here. Putting aside, then,
the question of motive in respect to taxation altogether,
and fixing the character of the proceeding by what actually
occurred, what do we find? Simply an operation having no
business or corporate purpose—a mere device which put on
the form of a corporate reorganization as a disguise for con-
cealing its real character, and the sole object and accom-
plishment of which was the consummation of a preconceived
plan, not to reorganize a business or any part of a business,
but to transfer a parcel of corporate shares to the peti-
tioner. No doubt, a new and valid corporation was created.
But that corporation was nothing more than a contrivance to
the end last described. It was brought into existence for
no other purpose; it performed, as it was intended from the
beginning, it should perform, no other function. When that
limited function had been exercised, it immediately was put
to death The transaction upon its face lies outside
the plain intent of the statute. To hold otherwise would be
to exalt artifice above reality and to deprive the statutory
provision of all serious purpose.
(1) Kelvering vs. Gregory, 69 F (2d) 1809
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This apparently is a very important case judging
from the amount of discussion. Prom the petitioner’s stand-
point it looks as though the formation of a new corporation
was pure subterfuge to avoid taxes. I do agree that the
individual should take all reasonable precautions to cut
down on the amount of tax liability. Prom the point of view
of the respondent it seems to me that the motive of tax
avoidance does spur the reasoning powers of the court be-
cause it now begins to seek out the reason for the reorgan-
ization which, it seems to me, gets back to the motives of
the organizers, although the court claims to exclude this
consideration from its reasoning.
Plan of reorganization . V^hen revenue agents make
field examinations in cases involving reorganizations, one
of the first questions they generally ask is, "Where is the
plan of reorganization?" Prequently, when the minutes are
shown setting forth each step in the plan, the agents are
not satisfied because there is no printed document headed
Plan of Reorganization.
The law does not even require that there be a plan
in writing. However, in tax;ation many difficulties can be
avoided by complying strictly and literally with the lan-
guage of the law and regulations and it is accordingly de-
sirable that a plan of reorganization be drawn up and so
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labeled, either in the minutes or as a separate document,
that the plan contain every step that is to be accomplished
in the reorganization, and that it be adopted at appro-
priate meetings before any of the steps are effected.
In practice, the form of minutes and documents,
as well as the form of the transactions themselves, is of
the greatest importance. It is usually just as easy to
consummate a technically Impregnable reorganization as a
doubtful one if proper care is exercised.
^
Form and substance . Speaking generally, in de-
termining what was actually done in any case, this Board
will regard substance rather than form. However, material
and essential facts will not be dismissed or put aside as
mere matters of form simply because they are related to
and are steps in a comprehensive plan of reorganization,
or together constitute a method of attainment of a single
desired result.' '
In regard to one aspect of "boot” there are con-
flicting decisions. An individual acquired real estate,
paying part cash and giving notes for the balance secured
by a lien on the property; several years later he trans-
ferred the property to a corporation for capital stock,
the corporation assuming the liability on the notes. The
(1) Montgomei*y ’ s Federal Income Tax Handbook, 1955-36, p. 190
(2) Edward A. Langenback vs. Commissioner, 2 B.T.A., 777-784
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Board sustained the Treasury in holding that the assumption
of the liability did not constitute ’’boot" and that the
stockholder realized no gain or loss upon the transfer to
the corporation.
^
In this case, the taxpayer, either individually
or through trusts, owned certain clay and coal properties.
The trustees had outstanding obligations, represented by
notes, in their capacity as trustees, amoTinting to ^2,000,000.
All of the properties were transferred to a newly organized
corporation in exchange for all of the capital stock of the
corporation plus $2,423,944.48 in notes of the corporation
which were shortly paid out of proceeds of a bond issue.
The corporation assumed the $2,000,000 of trustees’ notes
which it promptly paid. The Board held that assumption of
the notes constituted taxable boot.^^^
Identification and apportionment of basis . The
rule followed by the Treasury, the Board, and the courts
is that if the certificates sold can be identified, the basis
is the cost of the particular securities sold. If the cer-
tificates cannot be Identified, the first securities pur-
chased are considered to be the first sold, usually referred
to as the "first-in, first-out rule".^^^
(1) Fashion Center Building Co. vs. Commissioner, 31 B.T.A.
167
(2) Dickey vs. Commissioner, 32 B.T.A. 1283 A
(3) lavering vs. Rankin, 55 Supreme Court 732
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An exception is made when the evidence clearly
shows that the taxpayer intended to sell later acquired
certificates although earlier acquired certificates were
delivered to the vendee, but mere intent unaccompanied
by some overt act, such as instruction to the broker, is
insufficient to bring a case within the exception.
^
When the taxpayer’s earliest purchased shares
were put into his broker’s account after various other
late purchases were made through the account, an uniden-
tified sale of stock was presumed to be from the earliest
purchases and not the stock first placed in the account.
Under the present law it pays taxpayers to keep
records and Identify securities whenever possible so that
they may sell either high or low cost securities, securities
held over a period of years, or securities recently acquired.
In regard to stock rights, no adjustment is re-
quired in the basis of the original stock if, through de-
cline in the market prices, the rights become worthless
prior to expiration date, although at the time of issuance
they may have had substantial value. Nor may siny deduc-
tion for loss sustained be taken when the rights are allowed
to lapse. The Board’s position is of doubtful legality.
(1) Howbert vs. Penrose, 38 F (2d) 577
(2) Horner vs. Commissioner, 28 B.T.A. 360
(3) Forrester vs. Commissioner, 32 B.T.A. 745
(4) Montgomery’s Federal Income Tax Handbook , 1935-36, p. 21
(5) General Counsel’s Memoranda 11^73
(6) Eastern Shares Corp. vs. Commissioner, 32 B.T.A. 608
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A stockholder may actually have lost part of his interest
in the corporation and such loss should be deductible.
Since 1921 the laws had provided that in case of
property acquired by gift after December 31, 1920, the
basis for computing either gain or loss was cost or other
basis to the donor. The 1934 law makes a substantial change.
The basis now for computing gain is the same as under prior
laws: the basis of the donor or the last preceding owner
by whom it was not acquired by gift. The basis for comput-
ing loss is the donor *s basis or the fair market value at
the time of gift, whichever is lower. The purpose of the
change was to prevent members of a family from minimizing
taxes by making inter-family gifts sind thus transferring
losses to the members of the family to whom they would yield
the greatest tax benefit.
The constitutionality of requiring a donee to
( 2 )
use the donor's basis has been upheld by the Supreme Court.
V/henever property passes from a decedent the
basis is the fair market value at the time of its acquisi-
tion. The phrase "time of acquisition" was interpreted
as the death of the decedent. (3)
(1) Montgomery's Federal Income Tax Handbook, 1935-1936,
p. 214
(2) Taft vs. Bowers, 278 U.S. 470
(3) Brewster vs. Cage, 280 U.S. 327
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Capital Assets . Any property is a capital asset
unless it may properly be included in an inventory or is
held for sale to customers.
In determining whether property is a capital
asset, the period for which it is held is immaterial. Capi-
tal assets are not limited to stock or securities. They
may be assets held for personal use or consumption, such
as residences, occupied by the taxpayer, automobiles, jewels
and similar items. Commodity futures are capital assets if
not held for sale to customers.
^
The interest of a partner in a partnership is
regarded as a capital asset.
Determination of period property is held . The
date of acquisition is to be excluded and the day of sale
included.
^
The period begins to run from the date of the
taxpayer's acquisition of the property and not from the date
of payment therefor or the date when additional costs in
respect thereof were incurred.
Where the taxpayer and another agreed to form a
corporation and to subscribe for all the stock, and the
(1) Montgomery’s Federal Income Tax Handbook , 1935-1936,
p. 229
(2) Humphrey vs. Commissioner, 32 B.T.A. 280 N.A.
(3) Hooper vs. Commissioner, 26 B.T.A. 758
(4) Shaffer vs. Commissioner, 28 B.T.A. 1293 N.A.
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tsLxpayer's share of the stock was issued to him in several
instalments, the effective dates of acquisition were the
dates of the issuance of each instalment of the stock to
the taxpayer and not the date of the subscription agreement. d)
In concluding this chapter, one of the doubtful
points lies in connection with promissory notes. V/hen pro-
perty is being exchanged care must be exercised if notes
are to have the status we expect them to have. The question
hinges on whether notes should be considered as securities
or as part of the purchase price. Which of these two stands
will be taken by the Treasury will probably depend upon
which method results in the greater tax.
Another situation where accountants and the Board
may disagree is with regard to the issue of stock relative
to the individual’s interest in the property. Take for
example the change from a partnership to a corporation. The
Board has disregarded the new values placed upon the cor-
porate records and considered the holdings of the new stock-
holders in the light of the old partners’ holdings.
(1) Sommers vs. Commissioner, 63 P (2d) 551
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CHAPTER IX
CONCLUSION
We cannot argue with the courts. Since the great
increase in the scope of our income tax laws the accounting
for business has been brought more into the courts so that
a wide range of accounting concepts have been subjected to
legal investigation. As stated previously, the court de-
cision is final regardless of the possibility of error.
As to the decisions of the courts and the Board
of Tax Appeals we find that a decision unfavorable to the
Commissioner is very rare.
Keeping these two truths in mind, it seems plain
that wherever possible the operation of our records should
follow the interpretation of the law as propounded by the
court decisions,
A great part of the business of this country is
still carried on by the comparatively small organization.
Perhaps the financial records were not installed by a quali-
fied technician and most of the reports are made out by the
bookkeepers. According to experience of some tax men, at
least, this kind of organization usually pays more tax than
it should rather than less. The best prevention for this
situation, and I use prevention rather than refund because
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the latter is difficult to obtain now and the difficulty
increases with the passing of time, is a closer coopera-
tion between small business and accountants and between
accountancy and the law. It may be that the small concern
feels that it cannot afford all of this help. In such a
case it would be advisable to use some of the up-to-date
sources of information like Robert Montgomery’s Federal
Income Tajx Handbook
,
the Prentice-Hall, or like, tax
services, and the Journal of Accountancy .
Without being "unduly pessimistic, it seems to me
that government finance with its unbalanced budgets is go-
ing to necessitate still greater Income and perhaps one of
the major sources will be the establishment of income taxes
on lower incomes. In fact, I believe we are soon coming
to the place where all income above enough for mere exis-
tence will be subject to income tax. Such an arrangement
may be far from outrageous for as it is the rich feel that
they are (alone) paying the bulk of the taxes of the co\m-
try, which causes them in retaliation to raise sale prices,
which in turn places all the burden upon the consumer. To
place a little more direct tax on the small Income may be
a means of bringing the capitalist to see his growing res-
ponsibility to labor.
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Of course, all of this indicates that after a
case in some accounting principle has been decided by some
authoritative body, we can proceed in a rather definite
direction. Unfortunately this is not true. Many instances
may be shown where the decision of one court conflicts with
the decision of another. The result is that nothing cer-
tain can be established until at some future time the ques-
tion may reach the Supreme Court of the United States. In
the meantime, competent tax advice may keep the taxpayer
out of trouble and perhaps save him considerable money.
In case of a doubtful tax situation the taxpayer
should cite in detail the facts in writing to the Commissioner
for a ruling. This officer has wide pov/er, including dis-
cretionary powers. Any change of method contemplated must
be submitted for his approval. Evidence indicates that
his power weighs decidedly in favor of the Government rather
than as an Impartial arbiter.
Hov/ever, the individual should not feel that he
is entirely at the mercy of the taxing powers for, though
most of the courts frown upon such procedure, it is per-
fectly legal to avoid taxes by proper treatment. This pro-
cedure must be carried on with care, because the taxpayer's
activities may be considered to be outside the law if it
can be shown that his only motive for the action was tax
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reduction. This does not have the same meaning as evasion
of taxes, which is strictly an illegal means of attempting
to reduce one's tax hill.
In conclusion, we may say that in a majority of
cases the courts uphold general accounting principles, hut
there are so many cases where the usual, the generally un-
derstood method of treatment is shattered hy the courts that,
unless proper Investigation of the exceptions is carried on,
very serious difficulty is practically certain to arise.
Remember that according to the Supreme Court of
the United States, hooks of account "are no more than evi-
dential, being neither indispensable nor conclusive. The
decision must rest on the actual facts".
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